
DOCKETED BY

I I II I
00001 70258

88% M I * 9r§h@3ript Exhibit(s)

Docket #(s): <;>3\ vs A- v3-c>:3» \2>

Arlana Corporation Commission

DOCKETED
MAY 1 1 2015

, '

Exhibit# 8-\ "'5~` J

M - M

Ill



E>€HualT

BEFORE THE ARIZONA CORPORATION COMMISSION

DOUG LITTLE
Interim Chairman

BOB STUMP
Commissioner

BOB BURNS
Commissioner

TOM FGRESE
Commissioner

IN THE MATTER OF THE APPLICATION OF
SAHUARITA WATER COMPANY, LLC AN
ARIZONA WATER CORPORATION, FOR A
DETERMINATION OF THE CURRENT FAIR
VALUE OF ITS UTILITY PROPERTY AND
FOR THE ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES.

>
)
)
)
)
)
)
)

DOCKET NO. W-03718A-150213

DIRECT

TESTIMONY

OF

MICHAEL s. THOMPSON, p. E.

UTILITIES ENGINEER

UTILITIES DIVISION

ARIZONA CORPORATION COMMISSION

JANUARY 15, 2016

c

1



r
T

TABLE OF CONTENTS

PAGE

PURPOSE OF TESTIMONY...............

INTRODUCTION

ENGINEERING REPORT

CQNCLUS1ONS AND RECGMMENDATIGNS..................................

.3

3

4

EXHIBITS

Engineering Report for Sahuarita Water Company, LLC . MST-1

1



I
5

Direct Testimony 01 _ _rachael S. Thompson, P. E.
Docket No. W-03718A-15-0213
Page 1

1 INTRODUCTION

2 Q. Please state your name and business address.

3

4

My name is la/Iichael Thompson. My business address is 1200 West \Y/ashington Street ,

Phoenix, Arizona 85007.

5

6 Q. By whom and in what position are you employed?

7
or "ACC") as a

8

I am employed by the Arizona Corporation Commission ("Commission"

Utilities Engineer - Water/Wastewater in the Utilities Division.

9

10 Q. How long have you been employed by the Commission?

11 A. I have been employed by the Commission since June 2013.

12

13 Q . What are your responsibilities as a Utilities Engineer - Water/Wastewater?

14 As a Utilities Engineer specializing in water and wastewater engineering, my responsibilities

15 include: the inspection, investigation, and evaluation of water and wastewater systems,

16

17

18

obtaining data and preparing investigative reports; providing technical recommendations and

suggesting corrective action for water and wastewater systems, and providing written and oral

testimony in rate cases and odder cases before the Commission.

19

20 Q. How many companies have you analyzed for the Utilities Division?

21 A.

22

I have analyzed 17 companies covering various responsibilities for the Utilities Division Staff

("Ute]ities Staff' "Staff").o r

23

24 Q. Have you previously testified before this Commission?

Z5 A. Yes, I have testified before this Commission.

26

A.

A.

A.
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1 • What is your educational background?

2 A.

3

I graduated from the SUNY College of Environmental Science and Forestry ("ESF") at

Syracuse, New York, and Syracuse University ("SU") at Syracuse, New York. I have a

Bachelor of Science Degree in Pulp and Paper Engineering from ESF and Chemical

5 Engineering from SU.

6

7 C Briefly describe your pertinent work experience.

8

9

10

11

12

13

14

15 I

16

17

18

19

Prior to my employment with the Commission, I was the Operations Engineer, from 2009 to

2012, for the Southwest and Central Districts of Golden State Water Company ("GS\IX/C"),

located in Gardens and Santa Fe Springs, California, respectively. As the Operations

Engineer, l provided technical assistance and support to the districts' operations departments

with primary focus on resolving operational problems and optimizing the efficiency of the

water system operations. Prior to my employment with GSW/C, I was employed aim

Chaparral City Water Company ("Chaparral"), from 2002 to 2009, as District Operations

Engineer. While at Chaparral, performed all capital, new business, and water quality

activities within the district. I served as field engineer/construction manager for all capital

and new business projects under construction. I also managed all water quality activities

including monitoring, sampling, and reporting as required by 40 CFR (National Primary

Drinking Water Regulations) and Arizona Administrative Code, Tide 18, Chapter 4.

20

21

22

23

From 2000 to 2002, I was employed with the Fountain Hills Sanitary District as Engineering

Assistant. I performed plan review of all commercial and residential projects in the Town of

Fountain Hills, and managed the distiNct's constriction projects.

24

25 From 1996 to 2000, I was employed as an Environmental Engineering Specialist wide the

26 Arizona Department of Environmental Quality ("ADEQ"). During that time period, I

4

Q

A.

Q

III
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1 inspections of public water systems in Gila,

2

performed operations and maintenance site

LaPaz Mohave, and Southwestern Yava at counties.> P

3

4 Q. Please state your professional membership, registrations, and licenses.

5 A.

6

7

8

I am registered as a Professional Engineer (Civil) in Me State of Arizona, a Grade 2 Certified

Water Treatment Plant Operator, and a Grade 3 Certified Water Distribution System

Operator. I am a member of the American Water Works Association and Arizona Water

Association.

9

10 PURPOSE OF TESTIMONY

11 Q. What was your assignment in Ms rate proceeding?

12 was

13

My assignment to provide Staffs engineering evaluations for the Sahuarita Water

Company, LLC ("SEC" "Company") rate proceedings.o r

14

15 Q. What is the purpose of your testimony in this proceeding?

16

17

18

19

My testimony presents the findings of Staffs engjneeNng evaluation of the operations for the

SEC Water System. The Endings are contained in the Engineering Report that I have

prepared for this proceeding. The report is included as Exhibit MST-1 in this pre-filed

tesdrnony.

20

21 ENGINEERING REPORT

22 Q. Please describe the information contained in your Engineering Report.

23

24

25

26

The Report is divided into three (3) general sections: 7) Executive Su/7277249', 2) Engineering

Report DiJ'ez1nzl0tz, and 3) Engineering Report Féguref. The Dzkcumion section for the SEC Water

System is further divided into nine 19) subsections: 7) In!r0a'z1ctz'0n and Loealion of I/ae Water

j/Mew, 2) Defmprion of Zbe Water 5/flew, 3) Water Usage, 4) Grow!/9, 5) Arizona Deparlwenf

Ill

A.

A.

A.
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t

1

2

Environmental Q14/£9 C0/wp8a1me, 6) Ariana Dqbartment of Water Retourcef C0wp an§e, 7) Arizona

Co{¢>0ration CowmiJJion Comp/ianne, 8) Depreciation Rater, and 9) Other Inzzev.

3

4 Q. Was the Engineering Report prepared by you?

5 Yes.

6

7 CONCLUSIONS AND RECOMMENDATIONS

8 Q. What are Staffs conclusions and recommendations regarding the operations of the

9 SEC Water System?

10 A. Staffs conclusions and recommendations are contained in the Executive Summary of due

11 Engineering Report.

12

13 Q. Does this conclude your Direct Testimony?

14 Yes, it does.

A.

A.

In lllllll
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\* EXHIBIT MST-1

ENGINEERING REPORT FOR
Sahuarita Water Company, LLC

Docket No. w-03718A-15-0213 (Rates)

1 By Michael Thompson, P. E.

December 2.1, 2015

EXECUTIVE SUMMARY

CONCLUSIONS

The Arizona Corporation Commission ("ACC" or "Colnrnission") Utilities Division Staff
("Utilities Staff' or "Staff") concludes that the Sahuarita Water Company ("SEC" or
"Company") water system has adequate production and storage capacity to serve the present
customer base and any reasonable growth.

2. SEC's current CC&N covers an area totaling approximately 6.04 square-miles (3,869 acres),
and consists of two (2) non~cor1tiguous areas. The service area for the existing water system
is within the 5.30 square-miles (3,395.98 acres) of certified area located along the eastern
edge of Township 16S and Range 13E and Township 17S and Range 13E.

The Arizona Department of Environmental Quality ("ADEQ") Drinking Water Compliance
Status Report ("CSR"), dated July 22, 2015, indicates that the SEC water system, Public
Water System No. 10-312, is currently delivering water that meets water quality standards
required by 40 CAR 141 (National Primary Drinldng Water Regulations) and Arizona
Administrative Code, Title 18, Chapter 4.

The SEC water system service area is located within the Tucson Active Management Area
("AMA") . According to the Arizona Department of Water Resources ("AD\Y/R") water
provider compliance report, dated July 2, 2015, SEC is in compliance with its requirements
governing water providers and/or community water systems.

SEC's water loss during the test year was 5.13 percent which is within the acceptable limits.

According to the Colnlnission's Utilities Division Compliance Section database, SEC
currency has no delinquent Commission compliance items.

7. SaY/C has approved Cross-Connection/Backflow Prevention and Curtailment Tariffs on f i le
with the Commission.

4.

3.

5.

6.

1.
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SEC currency has an approved Off-Site Hook-up Fee Tariff on file with the Commission.
The tariff became effective October 25, 2013.

SaY/C does not have any Best Management Practice ("BMP"l tariffs on file with the
Cormnission. Per Decision No. 74867, dated December 18, 2014, SEC is no longer
required to File any BMP tariffs.

10. Staff conduces that W/'ell No. 23 is currently in operation and considered used and useful to
the water systems provision of service.

11. Staff finds the Estancia del Corazon subdivision on-site plant facilities listed in Table Q,
totaling 376982, to be used and useful to the water svstern's provision of service. Staff also
finds the on-site plant facility costs, totaling 3$76,082, to be reasonable and appropriate to the
water system's provision of service.

12. Staff finds the post-test year l"pTy='l plant for the arsenic absorption media cost, totaling
3£150,657, to be reasonable and appropriate to the water system's provision of service.

13. Staff concludes flat due PTY capital improvement projects listed in Table R, totaling
3$214,912, are currently in operation and considered used and useful to the water system's
provision of service. Staff also finds the PTY capital improvement project costs, totaling
$214,912, tO be reasonable and appropriate to the water system's provision of service.

RECOMMENDATIONS

Staff recommends the annual water testing expenses of $13,975 be used for purposes of aNs
proceeding.

Staff farther recommends that SIG use the Staff recommended depreciation rates listed M
Table N.

3. Staff further recommends that SEC continue to use the service line and meter installation
chargesjncluded in Table O.

9.

8.

2.

1.
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A. INTRODUCTION AND LOCATION OF COMPANY

On July 28, 2015, Sahuarita Water Company, LLC ("SaY/C" or "Company") filed an
application with the Arizona Corporation Commission ("ACC" or "Commission") for approval of a
rate increase, wider a 2014 test year, in Docket No. W-01853A-15-0145. SEC's current rates were
approved in Commission Decision No. 72177 dated February 11, 2011, and amended in Decision
No. 74389 dated March 19, 2014.

Cowpony Location

SEC is a Class B public utility water company that provides service to approximately 5,596
metered connections] The water system, shown in Figure 1 located in the f igure section of this
report, is a groundwater-based system serving die Town of Sahuarita ("Sahuarita"l, Arizona which is
located approximately 20 miles south of the city of Tucson off  Interstate Highway 19 in Pima
County, Arizona.

Cowpony Ounerxbéb and Cer!Q9mz'e of Conveni€nne and Nertie/ ("CCe@'N'Q Hirrog/

On September 16, 1994, Interchange Water Company, Inc. ("INC") Bled an application
with the Commission for a CC&N to provide water service to approximately 3,000 acres located
within Sahuarita. The CC&N was granted to INC in Commission Decision No. 59431, dated
December 20, 1995. On March 11, 1999, INC and Rancho Sahuaii ta Water Company, LLC
("RSWC") Bled a joint application for approval of the sale of assets and transfer of the CC&N from
INC to RSWC. The sale and the transfer of assets and the CC&N to RSWC were approved in
Decision No. 62032 dated November 2, 1999. On January 2, 2004, RSWC Bled an application for
an extension of its CC&N, and was granted the extension on June 25, 2004 in Decision No. 67068.
On October 18, 2007, RSWC Bled Articles of Amendment advising the Commission that RSWC
was changing its name to SWC. On December 14, 2007, SWC Bled an application for an extension
of die CC&N. In Decision No. 70620 dated November 19, 2008, the Commission approved both
the name change (RSWC to SWC) and SWC's request for an extension of the CC&N. The CC&N
extension approved in Decision No. 70620 covered three (3) parcels each held by a different owner:
Mission Peaks 4000, LLC. ("Mission Peaks"), Arizona State Land Department ("ASLD"), and
Sahuarita Mission Partners ("SMP"). Due to die economic downturn of the real estate market,
Mission Peaks sold i ts parcel  to Freeport -McMoRan Copper and Gold,  Inc.  ("Freeport -
McMoRan"), and ASLD sold its parcel to ASARCO, L.L.C. ("ASARCO"). In Decision No. 74604,
the parcels owned by Freeport-McMoRan, and ASARCO were deleted from SWC's CC&N. The
current CC&N, which covers an area totaling approximately 6.04 square-miles (3,866.84 acres),
consists of Wyo (2) non-contiguous areas as shown in Figure 2. The service area for the existing
water system is within the 5.30 square-miles (3,393.08 acres) of certified area, located along the
eastern edges of Township 16S and Range 13E, and Township 17S and Range 13E. The remaining
portion of the certif ied area, located on the eastern edge of Township 17S and Range 12E and
within 0.74 square-miles (473.76 acres), currency has no facilities and is not provided service by
SWC.

1 Per water use data submitted with the application,
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B. DESCRIPTION OF THE WATER SYSTEM2

The SEC water system was visited on July 28, 2015, by Staff Utilities Engineer, Michael
Thompson, and Staff Public Utility Analyst III, Ms. Teresa Hunsaker. Prior to the field inspection,
Mr. Thompson and Ms. Hunsaker met wide Company representatives Mr. Geoffrey Caron, and Ms.
Marian Homiak. Mr. Caron is So/C's General Manager and Ms. Homiak is SEC's Controller.
During the field inspection, Mr. Thompson and Ms. Hunsaker were accompanied by Mr. Caron and
Mr. Louis Valencia, SW/C's Designated Operator

SW/C's water system consists of three (3) active groundwater wells, five (5) inactive wells,
three (3) storage tanks, dire (3) booster pump stations, six (6) hydro-pneumatic pressure tanks,
three (3) emergency generators, twenty three (23) sample stations, 395 fire hydrants, a supervisory
control and data acquisition ("SCADA") communications system, an Arsenic Water Treatment Plant
("AWTP") located at Water Plant No. 1 ("\Y/P No. 1"), and a distribution system that encompasses
three (3) pressure zones (2,850, 2,950 and 3,050 feet). The in-service plant facilities (i.e., wells, tanks,
booster pumps, and visible pipe) appeared to be in proper working order, properly maintained, and
in excellent condition. Staff did not observe any leaks at the plant facilities or in the distribution
system. A site map of the service area is illustrated in Figure 3. Schematics of the water system are
illustrated in Figures 4, 5, 6, and 7.

Alive We!! file;

The three (3) active groundwater production wells (W/ell Nos. 14, 18, 8: 23) pump water
directly to WP No. 1 via dedicated raw water transmission mains. W/eli No. 14, located at the
intersection of S. Cable Puente Lindo and E. Cable Puento Lingo, is equipped with J. turbine pump
and motor which produces approximately 1,800 gallons per minute ("rpm"). The well is owned by
Sahuarita; however, SEC operates the well pursuant to a 99-year lease agreement with Sahuarita.
There are approximately 84-years remaining on the lease. The well site also contains a 5,000 gallon
hydro-pneumatic pressure tank, electrical control panels, a motor control panel, a manual transfer
switch with connectors for a portable emergency generator, and a SCADA communications system.
W/ell No. 18, located at 15299 S. Camino Logo Azul, is equipped with a turbine pump and motor
which produces approximately 1,350 rpm. The well site also contains a 5,000 gallon hydro-
pneumatic pressure tank, electrical control panels, a motor control panel that includes a manual
transfer switch wide. connectors for a portable emergency generator, and a SCADA communications
system. W/ell No. 23, located at WP No. 1, is equipped with a turbine pump and motor which
produces approximately 1,800 rpm. The well site also contains a 5,000 gallon hydro-pneumatic
pressure tank, tablet chlorination system, electrical control panels, a motor control panel, a SCADA

2 The description of the water systems is based on one, or a combination of, the following sources: 1) Company's Application, 2)
Information contained in the Company's 2011 Updated Water System Master Plan prepared by Wesdand Resources, Inc. dated
August 2012, 3) Information contained in the Company's Response to Staff Data Requests and, 41 Information collected during
Ca.-[ .D- _i _ : Q

3 Mlr. Caron is cerziied with the Arizona Department of Environmental Quality l"ADEQ") as a Grade 4 Water Distribution System
Operator, a Grade 2 Water Treatment Plant Operator, a Grade 1 Wastewater Collection System Operator, and a Grade 1 Wastewater
Treatment Plant Operator. Mr. Caron's ADEQ Operator Identification No. is OP009983, wide an expiration date of]anuary 31,
2018. Mr. Valencia is certified with the ADEQ as a Grade 4 Water Distribution System Operator, and a Grade 4 Water Treatment
Plant Operator. Mr. Valencia's ADEQ Operator Identification No. is OP012274, with an expiration date of April 30, 2017.

lll\l



Table A. SWC Water System Active Wells

Well ID
ADWR
Well ID

Pump
(hp)

Pump
Yield
(rpm)

Pump Yield
(MGD)

Casing
Depth (feet)

Casing
Diameter
(inches)

Meter
Size

(inches)

D ate
Drilled

(T) Well No. 14 55 611142 300 1,800 2.592 1,135 24 10 10 9 1970

(IlVC/€UNO. 18 55 611144 300 1,365 1.966 905 KJ 10 4 18 1975

<T> Well No. ZN 55 216840 300 1,800 2.592 1,080 18 10 4 15 2008

Total 4,965 7.150

Well No. 1

Table B. SEC Water System Inactive Wells

Well ID ADWR Well
ID Pump (hp)

Pump Yield
(rpm)

Casing
Depth (feet)

Casing
Diameter
(inches)

Meter Size
(inches)

Year
Drilled

55 562962 Not Equipped 0 500 8 Not Equipped 19)7

\XeH No. 12 55 611141 N at Efvuxpped 982g 24 Not Equlpyed 19"0

\Xe11 No. 17 55 611143 IN at Eqwpp ed 0 1,053 24 IN at E quipped 1974

\Xc11 No. 19 55-611145 N at E _quipped 0 9)0 24 Not Equipped 1961

W 11 No 20 55 611146 N Jr Equipped 0 175 16 N Jr E 1u1ppcd 1969

Sahuarita Water Company, IL
Docket No. W-03718A-15-0213
Page 6

l r

communications system, a 500 kW emergency generator, and an automatic transfer switch for the
emergency generator. Detailed listings of the active wells are included in Table A.

{l") indicates Turbine Well.
(MGD) indicates million gallons per day

2. Ifzaftiw Well .Yiiey

SEC has Ive (51 inactive wel ls IN/el l  Nos. 1, 12, 17, 19, & 20) that are ut i l ized for
morlitoring purposes only. Well No. 1 was drilled in 1997, per an agreement with Phelps Dodge
Sierrita, Inc., for the sole purpose of monitoring and investigating a groundwater sulfate plume.
\Y/ell No. 1 was never equipped for or util ized as a drinking water production well. Freeport-
MclVloRan, which acquired Phelps Dodge Sierrita, Inc., no longer monitors the well for the sulfate
plume. However, SEC continues to monitor the well on a quarterly basis to track aquifer water
levels. W/ell Nos. 12, 17, 19, & 20 were addressed in a previous rate case, Docket No. W-03718A-
09-0359, and determined to be not used and useful. Subsequently, they were removed from plant-
in-service per Decision No. 72177 dated February 11, 2011. The wells remain as such, however they
are utilized by SEC for monitoring its aquifer water levels on a quarterly basis. A detailed listing of
the inactive wells are included in Table B.

I



1 -- 500 kW generator
Well No.

23

Table C. SEC Water System Water Plant No. 1 - Arsenic Water Treatment Plant ("A\VTP")

Well ID Arsenic Filtration Vessels
Hydro-pneumatic

Pressure Tank
Arsenic Pre-Filters

Emergency Back-up
Generator w/ Automatic

Transfer Switch

4 .- 7,000 gd110m men Steel
2 Pans -- Lead Lag \ easels

1 5,0 JG Gallons
2 - Rated at 4 flow of

2,000 gallons each

l Sahuarita Water Company, --ac.
Docket No. W-03718A-15-0213
Page 7

3. Water Plant No. 7 (WP l\70. 7) -. Armenia Water Treatment P/ant ("A 129° We/I No. 23

WP No. 1 consists of the AWTP, Well No. 23, one (1) 5,000 gallon hydro-pneumatic
pressure tank, tablet chlorination system, electrical control panels, a motor control panel, a SCADA
communications system, a 500 kW emergency standby generator, and an automatic transfer switch
for the emergency generator. The generator provides emergency standby power for baM Well No.
ZN and the AWTP. A detailed listing of WP No.1 facilities is included in Table C.

The A\Y/TP is a Layne Christensen facility designed to treat a maximum flow of 2,000 rpm.
The current capacity of the AWTP is capable of providing blended finish water that meets the water
system peak daily demand ("PDD") and meeting an arsenic treatment objective where the arsenic
concentration of die blended finish water is equal to or less than 8.0 parts per billion ("ppb"). The
AWTP became operational on November 25, 2009. The facil ity consists of two (2) 1,000 rpm
treatment trains (treatment trains No. 1 and No. 2), each of which includes two (2) 7,000 gallon steel
filtration vessels containing arsenic absorption media, and two (2) pre-Elters.4 Treatment Train No.
1 contains vessels 1-1 and 1-2, and Treatment Train No. 2 contains vessels 2-1 and 2-2. The
filtration vessels in each treatment train are arranged in a lead/lag configuration (design). The
lead/lag conf iguration prov ides f lexibi l i ty in the treatment plant operation, and enables the
treatment plant to meet the design criteria of providing design capacity with one filtration vessel in
each treatment train being out of service. Each vessel is designed to contain 375 cubic feet l<=f9==l of
arsenic absorption media. Combined, all four (4) vessels contain a total volume of 1,500 f° t of
arsenic absorption media.

Arsenic is removed from Me source water, via an absorption process, as it passes through
the lead filtration vessels. Media within the filtration vessels removes arsenic from the source water
by absorbing the arsenic onto the media Once the media in the lead filtration vessels becomes
saturated and arsenic breakthrough occurs (exceeds its treatment capacity), the lag filtration vessels
are switched to the lead operating position. Media in the lead filtration vessels is then removed and
replaced with fresh media (regenerated media) without interrupting the treatment process. The
exhausted media is transported to a regeneration facility where the absorbed arsenic is removed and
disposed of. The regenerated media (arsenic removed from die media) is returned to the facility for
reuse.

4 In accordance with the requirements stated in ADEQ Engineering Bulletin No. 10 Chapter 4 Section F, a filtration plant shall be
designed to provide at least two (2) filter units, and the Biters shall be capable of meeting the plant design capacity at the approved
filtration rate with the largest filter out of service,
5 SEC currency uses Layne RT hydrous iron oxide adsorption media, however, SEC will be switching to Purolite FerrIX A33E, an
iron-infused anion resin, for future make up media.

E

|



2850 Zone

Table D. SEC Water System Storage Tanks

Storage Tad: Capacity
(Gallons)

Quantity
(Each)

LocationStorage Tank
Classification

1,2()0,)00 1
Booster station No.1 - located adjacent to
WT No. 1

1,000,J00 1
Booster Station No.1 ._ located adjacent to
am No. 12850 Zone

350,000 1 Booster Stmon I\o.2 - located at Well No. 1'29501\ Zone

2,550,000 3

Sahuarita Water Company, IL
Docket No. W'-03718A-15-0213
Page 8

The AWTP treats source water from \X/ell Nos. 14, 18, & 23 to meet safe drinking water
standards. The current arsenic maximum contaminant level ("MCL") is 10 ppb. Well Nos. 14 & 23
have arsenic concentrations of 22 ppb and 11 ppb, respectively, while \Y/ell No. 18 has an arsenic
concentration of 8.2 ppb. Currency, all three (3) production wells are capable of pumping water to
the AWTP filtration vessels via dedicated raw water transmission mains. Based on the arsenic
concentration of each well and the arsenic treatment objective (8.0 ppb or less), a calculated volume
of  source water is automatical ly directed to the treatment f i l tration vessels v ia the SCADA
communications system for arsenic removal. The remaining portion of source water bypasses the
filtration vessels to be blended with the treated water from the filtration vessels. The blended water
is first delivered to two (al 2850 zone storage tanks located adjacent to the WP No. 1 site. Blended
water from the 2850 zone storage tanks is further distributed to the SEC water distribution system
via gravity flow, booster stations, or a combination of both.

4. Storage Tank;

Storage tanks are used primarily to accommodate hourly fluctuations in water demand, PDD
fluctuations, ire flow requirements, and emergency reserve storage. Each of these, added together,
form the required storage capacity for the water system. Since SEC has a multiple well system, the
average daily demand ("ADD") plus Ere How requirement was used to detennine SEC storage tank
capacities.

SWF's existing water system consists of dirge (3) storage tanks: a 1.0 million gallon ("MG")
and a 1.2 MG 2850 Zone Boating storage tanks, and a 350,000 gallon 2950N Zone storage tank.
Two (2) of the storage tanks, located adjacent to WP No. 1 in the 2950 Zone, are classified as the
2850 Zone Eloadng storage tanks with capacities of 1.0 MG and 1.2 MG. The 2850 Zone is served
by die floating storage tanks via gravity How. SWC's third tank, dire 2950N Zone storage tank
located in due 2850 Zone at Well No. 17, receives water from the 2850 Zone floating storage.
Booster pumps also located at Well No. 17 provide service to due 2950N Zone from the 2950N
Zone storage tank. Detailed listings of the storage tank facilities are included in Table D.



Booster Pump Facilities Location

F4c1lities for the 2950 E1e\ action Zone 10, 25, 40 8: 40 hp Booster Pumps and .1
5,00J gallon H) do-pneumatic Pressure Tank

Booster Station No. 1
(located adjacent to WP No. 1

Facilit1e> for the 3050 Elem action Zone 25, 50, 75 8: 75 hp Booster Pumps and 4
5,000 gallon Hydro pneumatic Pressure Tank

Booster Station No. 1
(located adjacent to WP No. 1

F4c1Iit1es for die 2950N Elevation
Zone

20, 30, 50 & 100 hp Booster Pumps and a
5,000 gallon Hydro pneurmxtic Pres<u.re Tank

Booster Station No. 2
(located at Well No. 17

Table F. SWC Water System Service Area Transmission 8: Distribution Mains

16

Diameter (inches) Material Length (feet)
4 Poly Vinyl Chloride ("PVC") 5,805
6 p l c 26,507
8 PVC 189,504

12 PXC 61,970
plc; 9,054

24 PVC 7,163

(56.8 miles) 300,003Total Length (56.8 miles) 300,003

The SEC water system consists of two (2) booster pump stations. Booster Pump Station
No. 1 ("BPS No. 1"), located at the 2850 Zone storage tank site, consists of a 2950 Zone and a 3050
Zone booster station that draw suction from the two (2) 2850 Zone floating storage tanks to
provide service to those respective zones. Each booster pump station consists of four (4) booster
pumps and one (1) 5,000 gallon hydro-pneumatic pressure tank. Booster Pump Station No. 2,
located at W/ell Site No. 17, consists of four (4) booster pumps and one (1) 5,000 gallon hydro-
pneumatic pressure tank. The booster pumps draw suction from due 2950N Zone storage tank, also
located at Well Site No. 17, ro provide service to its respective zone. DetMed listings of the booster
pump facilities are included in Table E.

5.
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Booxfer Pump Station

Table E. SWC Water System Booster Pump Stations

6. Tranfwiffion 6° Dixlfiéulzbn Water Mains

The SEC service area transmission and distribution water main sizing is based on meeting
the maximum velocity and maximum pipe fiction loss requirements, and maintaining adequate
pressure within the system during M How conditions, especially PHD and PDD plus Ere flow
conditions. The distribution system is primarily a looped grid system, with the exceptions of dead
ends located in cud-de-sacs or areas where looping was not possible or practical Table F lists
distribution water mains within the SEC system.

6 Booster pump stations are commonly sized to provide peak hourly demand ("PHD") or PDD plus fire How, whichever
is greater.



Table G. SWC Water System Pressure Zones

Pressure ZOHC Elevation Boundaries (feet) Static Pressure (psi)

2850 2650 -2750 87-43

2950 And 2950N 2730 -2850 95-43

3050 2850 2950 87-43

Table H. SWC Customer Meters, Fire I-Iydrants, Structures ac Equipment

Customer Meters Fire Hydrants
Structures ac Equipment

Size (inches) Quantity Type Quantity

58x34 4,701 Standard 395 W/ell No. 14 Block WM & Tablet Chlorination Unit

3 4 675 WeH No. 18 Block YY/,111 & T¢ 1b1et Chlorination Unit

1 122
W/ell No. 23 8:
WP No. 1

Block W all, Tablet Chlodnati Jr, 500 kW  Generator, &
by pass Ame that blends treated ,Md untreated water

1 1 2 19 Booster St.1tion No. 1 Block WM 8: 400 kW Diesel Generator

2 76 Booster Stolon No. 2 Block W/All & 230 kW Diesel Generator

3 (Compound 1 Pressure Relief Valve
10 inch PRV w 2-inch by-pass. PRV controls pressure
beux hen the 2950 and 2850 Zones.

3 (Turbine 17

4 Compound 1
-

-

-

TotalTotal 5,612 395

Sahuarita Water Company, L
Docket No. W-03718A-15-0213
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I
Q a r

7. P7"6'JI.llZl7"6 Z071(?J"

The highest area of the SEC water system is located near the southwest corner of its service
area with an elevation of approidmately 2,920 feet. The lowest area of the water system is located
near the northeast corner of its service area with an elevation of approximately 2,670 feet. The
difference in elevation is approximately 250 feet.

The SEC service area is separated into pressure zones wider zone boundaries routinely
located at 100 foot intervals. The high water elevations of the zones are also separated by intervals
of approximately 100 feet. Static pressure fluctuations within doe system typically vary f rom
approximately 40 pounds per square inch ("psi") at the top of a zone to approximately 87 psi at the
bottom of  a zone. However, system pressure varies with daily demand fluctuations and high
demand situations such as a fire flow condition. The SEC water system is currency divided into
three pressure zones (2,850, 2,950 and 3,050 feet). The 2,950 pressure zone includes two (2) non-
contiguous areas: die area to the north is identified as the 2950 North ("2950N"l Zone, while the
area to the soudi is identified as the 2950 Zone. The zone boundaries and high water elevations are
shown in Table G.

8. Cmfower Meferf, Fire Hydtwnlf, ftfwcfzzref 29° Egugwzent

Table H provides a list of SEC customer meters, Ere hydrants, structures and equipment.

IIHII



Table I. SEC Water Consumption & Water Loss Summary

Month/Year Active Meters

(Connections)

Gallons

Produced

Gallons

Sold

Gallons

Unaccounted

For

Gallons
Consumed per

Day

Gallons

Consumed per

Day per

Connection

Water Loss

Jan 14 5,534 36,353,000 33,810,170 2,542,830 1,090,651 197 6)9 0
Feb 14 5,532 39,004,000 39,486,15) )4 'v 1,410,220 255 -124 O
Mu' 14 5,547 47,889,000 44,652,140 3,236,860 1,440,392 260 676 0
Apr 14 5,544 47,297,000 44,829,530 2,467,470 1494316 270 5220 J
May-14 5,545 50,363,000 47,918,290 2,444,710 1,545,751 279 4.850
Jun-14 5,549 57,764,000 55,007,090 2,756,910 1,833,570 330 4770 J
Jul-14 5,559 48,976,000 46,647,180 2,328,820 1,504,784 271 4.76
Aug-14 5,571 43,246,000 40,732,470 2,513,530 1,313,951 236 5 810
Sep 14 5,570 44,396,000 41,934,820 2,461>180 1,397,827 251 554 J
Of 14 5,587 43,262,000 40,958,710 2,303,290 1,321,249 236 532 J
Nov-14 5,590 37,540,00J 35,081,210 2,458,790 1,169,374 209 65500
Dec-14 5,596 38,716,00J 36,2)6,530 2,419,470 1,1'0,856 209 6.25' O

Total 534,806,000 507,354,290 27,451,710 1,391,075* 250* 5.130 0*

Sahuarita Water Company, .ac.
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c. WATER USE

7. Water So/a'

T h e  a v e r a g e  d a i l y  w a t e r  c o n s u m p t i o n  ( g a l l o n s  u s e d )  p e r  c o n n e c t i o n  S E C ' s  w a t e r  s y s t e m
exper ienced each month  du i j ng  t he  2014 tes t  year  are  i nd i ca ted i n  Tab le  I  and graph i ca l l y  i l l us t ra ted
i n  F i gu re  8 .  C us t om er  consum pt i on  i nc l uded  an  ave rage  da i l y  h i gh  w a t e r  usage  o f  330  ga l l ons  pe r
day  ( "god" )  per  connec t i on  (5 , 549  connec t i ons)  i n  June  2014,  and  an  average  da i l y  l ow  wat e r  usage
o f  1 9 7  g o d  p e r  c o n n e c t i o n  ( 5 , 5 3 4  c o n n e c t i o n a l  i n  J a n u a r y  2 0 1 4 . The  ave rage  da i l y  w a t e r  usage
du r i ng  t he  t w e l ve -m ond i  pe r i od  w as  250  god  pe r  connec t i on .  S E C  repo r t ed  534 , 806 , 000  ga l l ons  o f
water  produced,  5077354,290 ga l l ons o f  water  so ld ,  and 27,451,710 ga l l ons o f  water  unaccounted for
during the test  year.7

Note: * Asterisk indicates the value is an average

T ab l e ]  l i s t s  t he  num ber  o f  connec t i ons ,  ga l l ons  o f  w a t e r  so l d ,  and  t he  ave rage  da i l y  w a t e r
c o n s u m p t i o n  (g a l l o n s  u s e d )  p e r  c o n n e c t i o n  t h a t  S E C ' s  w a t e r  s y s t e m  e x p e r i e n c e d  e a c h  y e a r  f r o m
2005 t h rough 2014.  F i gure  9 ,  i nc l uded  i n  t he  f i gu re  sec t i on  o f  t h i s  repor t ,  g raph i ca l l y  i l l us t ra t es  t he
a v e ra g e  d a i l y  w a t e r  c o n s u m p t i o n  (g a l l o n s  u s e d )  p e r  c o n n e c t i o n  t h a t  S E C  e x p e r i e n c e d  d u r i n g  t h e
sam e per i od .  As  i nd i ca t ed  i n  Tab l e ]  and  g raph i ca l l y  i l l us t ra t ed  i n  F i gu re  9 ,  t he  average  da i l y  wa t e r
consumpt i on  per  connec t i on  has  been decreas ing  each  year  s i nce  2005,  w i t h  t he  except i on  o f  s l i gh t
i ncreases i n  2007,  2009 and 2011.  Overa l l ,  t he  average da i l y  water  consumpt i on  per  connect i on  has

7 Water produced and sold during the test year is based
application.

1 the monthly data taken from the meter reads a; submitted with SEC's

II
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Table J SWC Water System Water Consumption per Connection

Average Daily
Cos eMption Per

Day Per Connection

Active
Connections

GalloNs Sola

December 2005 3,009 310 551,000 283

December 2006 3,729 375,565,500 276

December 2007 4 306 444,026,000 283

December 2008 4,664 458,977 000 269

December 2009 4,939 509,132,000 282

December 2010 5,078 499,206,990 269

December 2011 5,176 516,975,650 274

December 2012 5,404 536,439,700 271

December 2013 5,501 520,266,740 259

December 2014 5,596 507,354,280 250

Sahuarita Water Company, IL
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decreased approximately 33 gallons per day per connection,
consumption since 2005.

an 11.7 percent decrease in water

2. Non Aa§0unted Far Wafer

Non-accounted for water (due difference between the gallons of water produced and sold)
should be 10 percent or less and never more than 15 percent. It is important to be able to reconcile
the difference between water sold and water produced by the source. A water balance will allow a
water company to identify water and revenue losses due to leakage and any non-metered water use
such as construction, theft, and line flushing. As indicated in Table I, SEC had 27,451,710 gallons
of water unaccounted for during die test year ending December 2014. As a result, SW/C's water loss
was 5.13 percent which is within die acceptable limits.

Table K lists SEC's water loss volumes and percentages from the past ten (1 al year period,
beginning in 2005 and ending in 2014. Figure 10, located in the inure section of  this report,
graphically illustrates the percentage of water loss SEC experienced during the same period. As
indicated in Table K and graphically illustrated in Figure 10, SEC's water loss ranged between 3.70
and 8.40 percent, resulting in an average of 4.72 percent for the ten (10) year period. Furthermore,
SEC's water loss each year during the ten (10) year period was below 5.0 percent wide the exception
of 2006 and 2014 where water loss was 8.40 percent and 5.13 percent, respectively. However, as
Table] and Figure 10 indicate, SEC water loss has been gradually increasing since 2012.

N  i n



Table K. SWC Historical \Vater.Loss (Non Accounted For Water)

Year
Not Accounted for Water

(Gallons)
Non Accounted for Water

(Percent)
Source

2005 12,452,590 3.86

2006 34,429,510 8.40 Annual Report

2007 23,159,000 4.96 Annual Report

2008 17 969,000 3.77 Annual Report

2009 19,570,000 3.70 Annual Report

2010 21,580,770 4.14 Annual Report

2011 20,234,210 3.77 Annual Report

2012 26,471 300 4.70 Annual Report

2013 25,893,260 4.74 Annual Report

2014 27,451 720 5.13 Apphcanon

Annual Report

Average 22,921 136 4.72

Sahuarita Water Company, __LC.
Docket No. W~03718A-15-0213
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3. Wafer fyftefn A44155

The SEC water system has three (3) active drinking water wells lWlell Nos. 14, 18, and 23)
wider a total potential production capacity of approximately 4,965 rpm (7,149,600 god). The water
system has three (3) storage tanks with a total capacity of approximately 2,550,000 gallons. During
the peak month, June 2014, die water system was serving 5,549 connections when SEC reported
55,007,090 gallons of water sold. Average daily demand for the month ofjune 2014 was determined
to be 1,833,570 god, while average daily demand per connection was determined ro be 330 god.
Staff concludes that the SEC water system has adequate production and storage capacity to serve
the present customer base and any reasonable growth.

All three (3) of the active drinking water wells currently pump to the AWTP via dedicated
raw water transmission mains. Well No. 23 is located next to the AWTP, while Well No. 14 and 18
are located approximately 1.64 miles and 1.05 miles from the AWTP, respectively. Raw source
water from all dire (3) wells is treated at the AWTP. Depending on die arsenic concentration of
each well and the arsenic treatment goal, currency at 8.0 ppb or less, a calculated volume of source
water is automatically directed to the AWTP vessels via the SCADA system for arsenic removal.
The remaining volume bypasses Me AWTP to be blended with die treated water from the AWTP
which is then discharged to the 2850 Zone storage tanks for storage and further delivery to the
distribution system. Arsenic concentration levels in die wells vary, with Well No. 14 and 23
exceeding the arsenic maximum contaminant level ("MCL") of 10 parts ppb. The current arsenic
levels, as provided by SWC, for each well are: Well No. 14 at 22 ppb, Well No. 23 at 11 ppb and
Well No. 18 at 8.2 ppb.

The wells are controlled on storage tank level, with any necessary adjustments of operating
set-points conducted at the SCADA communications system human machine interface ("HMI">.
SIG utilizes an operating strategy where one well is designated the lead well while one of the other



Table L. SWC Historical Well Production

Year
Well No. 14 Production

(Gallons)
Well No. 18 Production

(Gallons)
Well No. 2.3 Production

(Gallons)

Water Pumped to
Sahuarita Lake

Water Pumped to
AWTP

Water Pumped to
AWTP

Water Pumped to
A P

2009 28,893,0J0 35,266,697 407,499,803 7,043,000

2J10 52,906,530 13,193,710 104,219,981 350,467,543

2011 50,330,100 3,626,720 158,709,043 324,544,005

2010 51,616,000 2>408,000 237,124,000 271,763,000

2013 42,242,000 3,444,000 276,802,000 223,672,000

2014 51,866,000 2,834,000 224,998,000 255,108,000

Aw erase 46,308,938 18,462,188 234,892,055 238,766,258

IIII I
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two remaining wells is designated the lag well. Should die lead well become unable to meet system
demand and the storage tank levels drop below the lag well set-point, the lag well will start and run
with the lead well until Me off-set-point is satisfied. Currently, Well No. 23 is set ro run M the lead
position during the off-peak hours (potential 16 hour operating period), while eidier Well No. 14 or
Well No. 18 are set to run in  the lag position.  During on-peak hours,  either  Well No. 14 or  Well
No. 18 are set to run in the lead position (potential 8 hour operating period). Generally, Well No.
18 i s  p laced in  th e l ead posi t ion  dur in g th e on -peak h our s pr imar i ly due to d ie h igh  a r sen ic
concentration in Well No. 14.

Historical well production figures (2009 through 2014) are provided in Table L. As
illustrated, W/ell Nos. 18 and 23 have far greater production than W/ell No. 14. The only exception
was in 2009, when \X/ell No. 23 didn't come on-line until November of that year. Well No. 14
production figures include delivery to the both AWTP and Sahuarita Lake. The reduction in the use
of W/ell No. 14 for treatment at the AWTP is primarily due to its high arsenic concentration. The
majority of V(/ell No. 14 production is delivered to Sahuarita Lake.

In its July 17, 2009 rate increase application, SEC requested that YI(/ell No. 23 be included in
post-test year plant. However, in Commission Decision No. 72177, \l(/ell No. 23 was excluded from
rate base. SEC is currently requesting dirt W/ell No. 23 be included in rate base for the following
reasons:

1)

2)

3)
4)
5)

Due to its relatively low arsenic concentration it has less impact on the AWTP
arsenic absorption media.
It is the only well equipped with an Emergency Standby Generator which enables
SEC to provide water production during an electrical outage.
Ir has lower power costs due to its close proximity to the AWTP.
It replaces W/ell No. 17 which was inactivated due to bacteriological issues.
It provides the opportunity for each well to shut down allowing die aquifer to
recover.

I  I
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Table M. SEC Actual and Projected Growth

Mohtii/Yearj . . . .

. n

Number of
Customers

December - 2005 3,009 Annual Report

December - 2006 3,729 Annual Report

December - 2007 4,306 Annual Report

December - 2008 4,664 Annual Report

December - 2009 4,939 Annual Report

December - 2010 5,078 Annual Report

December .- 2011 5,176 Annual Report

December - 2012 5,404 Annual Report

December - 2013 5,501 Annual Report

December - 2014 5,596 Annual Report

December - 2015

December - 2017

5,656 Actual

5,773 Projected

5,892 Projected

December - 2018 6,011 Projected

6,130 Projected

6,251 Projected

December - 2019

December - 2020

Table M below and Figure 11, located i . die Figure section of this report, show SEC's
customer growth based on service connection data from its past ten (10) Annual Reports (2005 thru
2014), actual growth in 2015, and its projected growth (2016 thru 2020). From 2006 to 2015, SEC
gained approximately 2,647 connections (88 percent increase) for an average of approximately 265
connections per year. However, from 2016 through 2020 SEC is projecting growth to increase by
approximately 585 residential connections and approximately 25,000 square feet of commercial
business (approximately 10 additional connections) for a total projected growth of 595 connections.
The projections are based on land and platted lots that are currently being marketed.

Based on the July 28, 2015 site visit and inspection of die SEC water system, Staff
concludes duet Well No. 23 is currently in operation and should be considered used and useful to the
water system's provision of service.

D. GROWTH

Sahuarita Water Company, -ac.
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E. ARIZONA DEPARTMENT
COMPLIANCE

OF E IRONMENTAL QUALITY ("ADEQ")

CUWPMM 5`Zaz'14.f

ADEQ regulates the SEC water system under ADEQ Public Water System Identification
("PWS ID") No. 04-10-312. On July 11, 2013, the Pima County Department of Environmental
Quality ("Pima County DEQ") inspected the SEC water system. Based on the Piing County DEQ
inspection report, no major deficiencies were found in die operation, maintenance, or certified
operator status of the water system.

According to the ADEQ Drinking Water Compliance Status Report ("CSR") dated July 22,
2015, die SEC water system is currently delivering water that meets water quality standards required
by 40 CFR 141 (National Primary Drinking Water Regulations) and Arizona Administrative Code,
Title 18, Chapter 4. SaY/C is considered to be in full compliance by ADEQ.

2. Wafer Monitoring and Tefiing Expemvf

SW/C's water sampling for monitoring and testing is div ided into two 12) categories,
Compliance Analysis and Operational Analysis. Compliance sampling is conducted, as required by
ADEQ, on source water, finished/treated water, and water in the distribution system. Operational
sampling is conducted on source water, finished/treated water, and at various stages of a treatment
process. Operational sampling essentially provides timely data to 1) ensure that a well or plant is
operating as expected in producing water that meets regulatory limits; 2) adjust plant operations
based on changes to source and finished water quality; 3) adjust chemical additions (volume and
type); 4) track the breakthrough of Filtration media; and 5) adjust the volume of water required to be
treated for contaminant removal in order to maintain compliance with ADEQ.

In its Income Statement, line item 19 (Contractual Services -- Water Testing), SEC reported
355,341 in water testing expenses for the 2014 test year. However, upon reviewing SEC's water
testing invoices, it was determined that approximately $6,584 and $1020 in additional water testing
expenses were entered in Line Item 12 Repairs and Maintenance) and Line 17 (Contract Services .-
Other). Consequently, SEC's water testing expenses during Me test year were actually $312,945
(35,341 + $6,584 + 31020).

Staff reviewed, re-evaluated, and recalculated the water rnonitorzing and testing expenses and
determined the adjusted annual water testing expenses to be $13,975, as represented in Table N.
Staff recommends the annual water testing expenses of $13,975 be used for purposes of this
proceeding.

1.
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Compliance Analysis Monitoring 8: Testing

(Routine Tests per 3 Years, unless noted)
Cost Per

Test

Num Ber
of

Samples

Cost per

Monitoring

Total Conform Monthly Te is 3) 12 ..)
In /games Pnodry Pollute 126$ 1

Rxldiocher mad 1 Route To t per 6 Year
Gras /Kplu 77$ 1

Rddlllill A26 ac 2)8 1 6s 1

UIdll1UIH 135s 1
P11486 II&\

4 be toe Routine T st per J Year 149Tb 1

Inorgmics Barnum, Calcium, Fluonje, Etc. 48s 1
Vitnite Ro ume Te tAnk Lull 145 1

Nltnte Routine Te t p.: J H 4.rs 14$ 1
\OCs 156$ 1

P tildes PCBs Unregubt d Cmt4m1n411t .>O-Cx

EDB & DBCP 135s 2
Alachlor, Etc.Group_1 w Gr ou  4I .Z

Group 2 Aldrin, Etc. 135$ 2
Group 3 2,4 Dxchhrophenoxydceuc Acid 2,4-D , Etc. 162s Z
Group 4 Benz [4jPyren , Etc. .497s 2
Group 5 - Aldlcarb, Etc. 194$ 2.

Dioun 415$ 2
Diqu.1t 1718 2
Endothall 194s 2
G15 pbosne 171s 2

Lead & Copper
34$ 30

Di infection by Product DBPs
Tot.al Trihdlometlaanes (TTHM= Routine Test Annu4.I1y 100$ 2
Hdlodcetic Acids (I-IAA5s - Routine Test Annually

135s 2
R148 CMRUnregulated Cont.lmm4r t MottoI u

Total
Cos t

Annual
Cost

..,88J

l m

$>
gt

A40$

1263

778

1768

155$

14)$

4615
'14$

14$

156$

270$

»70s
3243

5)4$

388$

990s

542s

388s

342$

$ 1 ,020

200$

270$

up - ,88J $ 2,86J

lms 48
_JP ¢

_ 77
176

$
3_ ..

s 1

16$

14Iv
'73

533

3)$

Jii
$ 106

$ 198

x 12)

s 33

@ 114

13)$
8 114

$ 340

$ 2 )
$ 270

77$ - __13

29

$

$3 176

155Ir4 155 -3iv

s 149

483

1 415
14$

8 158

$ 270

20$
$ 324

$ 514

$ 588

$ 990

$ 341

388$

$ 342

$ 1,0ZJ

200s
270$

DI tribution So tem
290$ Z 580$ $ 580

Entry Point to Dnstnbutlon QV tem (EDPS) 1,095s 2 2,1JJ$ s 2,120 3 438
Arsenic Routine Te Tm; Qum fly

ZN$ 1 ZN3 84$ 84$
Operational Analysis Monitoring & Testing I

Water fredun ant Plot ) I
Ats mc Routine Te tin Bi Weekly

Wells

Alkdlmxty Routine Te time Monthly

Arsenic - Routine Te tag Monday

Cdlcmm Ca , Hdrdne < R0ut1ne Testing Monthly

Fluoride - Routine Te ting Monthly

Meals Prepdmuon .. ICE M¢ »

Metals Pr parathion - ICE

.>ulf.1te - Routine Fe nag, Monthly

Tot.11 DL solved ..>o1\d< Routine Tesun Monthly

Totals

I
4,464Is $ 4,464

$ 504

s 5 4

$ 524

3-45
8 504

$ 504

$ 20,165 $ 13,975

$ 31 6 186$

1415 3 41$
I

if 504I s 504
7_>6s21$ 3 3$

7$ 3 >115
7_>6s $ 75
252 $$ 252

14$ 3 44$
)S 3 27s

9$ 3 27$

it 324
5-4$

14$ 3 s 42 $ 5J4

s 50414$ 3 42$

$ 4,671 118 9,818$

Sahuarita Water Compaq > _n<:.
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.Table_N. staff R¢¢b813i¢nded M6fnif0:iag' ala Tésiiag;

l$ 1161

Note: DBCP = Dibromochloropropane, EDB :
SOCs = Synthetic Organic Compounds, and VOCs

Ethylene Dibromide, PCBs = Polychlorinated Biphenyls,
: Volatile Organic Compounds

I



Table O. Depreciation Rate Table

NARUC
Acct. No.

Depreciable Plant
SWC Current & Proposed

Rates
Staff Recommended Rates

Service Life
(Years)

Accrual Rate

(%)

Service Life
(Years)

Accrual Rate

(%>
304 Structures & Improvements 30 3.33 30 3.33

305 Collecting 8; Impounding Reservous 40 2.50 40 2.50

306 Lake, Rh Er, Cmdr Intakes 40 2.50 40 2.50

307 Wells & Springs 30 3.33 30 3.33

308 InE1tration Galleries 15 6.67 15 6.67

309 Raw Walter Supply Mains 50 2.00 50 2.00

310 Power Generation Equipment 20 5.00 20 5.00

311 Pumping Equipment 8 12.5 8 12.50

320 Water Trenltrnent Equipment

320.1 Water Treatment Pants 30 3.33 30 3.33

320.2 Solution Chemical Feeders 5 20.00 5 20. J0

320.3 Arsenic Treatment Mede 1.5 67.00 2.5 40.00

330 Dxstrlbution Reservoirs & Stmdplpes

330.1 Stonxge Tanks 45 2.22 45 2.22

330.2 Pres<ure Tanks 20 5.00 20 5.00

Sahuarita Water Company, II
Docket No. W-03718A-15-0213
Page 18

F. ARIZONADEPARTMENT OF WATER RESOURCES (¢¢ADwRss)COMPLIANCE

The SEC water system service area is located within the Tucson Active Management Area
("AMA"). According to the ADWR water provider compliance report dated July 2, 2015, SEC is in
compliance wide its requirements governing water providers and/or community water systems

G. ARIZCNACORPORATION COMMISSIONCOMPLIANCE

A check of the Utilities Division Compliance Section database showed that there are no
delinquent Commission compliance items for SW/C.8

H. DEPRECIATION RATES

Staffs typical and customary depreciation rates, which vary by National Association of
Regulatory Utility Commissioners ("NARUC") plant categories, are illustrated in Table O. These
rates represent typical and customary values within a range of anticipated equipment life. SEC is
proposing to keep the arsenic absorption media depreciation rate at 67 percent (1.5 years of service
life) since it expects die media to last only 1.5 years, on average, going forward. However, after
Staffs review and evaluation of SW/C's arsenic absorption media timeline, submitted from a data
request, Staff has determined dirt the depreciation rate be changed to 40 percent (2.5 years of
service life). Consequently, Staff recommends that SEC use Staffs recommended depreciation
rates listed in Table O.

8 Per Compliance Section email dated July 21, 2015.15
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331 Transmission & Distribution Ma1n¢ 50 2.00 50
333 Servlces 30 3.33 30
334 Meters 12 8.33 12
335 H; smuts 50 2,00 50
336 Backflow Prey mention Devices 15 6.67 15
339 Other Pint 8: MSC. Equipment 15 6.67 15
340 Office Furniture 8: Equipment 15 6.67 15
340.1 Computers & Software 5 20.00 5
341 Transpornuon Equipment 5 20.00 5
342 Stores Equipment 25 4.0) 25
343 Tools, Shop & Gfnage Equipment 20 5.00 20
344 L4bor4to13 Equipment 10 10.00 10
345 Power Gpenited Equipment 20 5.00 20
346 Communicdinon Equipment 10 10.00 10
347 l\f1<ce1L1neous Equipment 10 10.00 10
348 Other Tangible Plant 10 10.00 10 10.00

2.00

3.33

8.33

2.00

6.67

6.67

6.67

20.00

20.00

4.00

5.0J

10.00

5.00

10.00

10.00

Table P. Service Line and Meter Installation Charges

Meter Size

SWC Current Charges SWC Proposed Charges Staffs Recommendations
Service
Line

Charge

Meter
Charge

Total
Charge

Service
Line

Charge

Meter
Charge

Total
Charge

Service
Line

Charge

Meter
Charge

Total
Charge

5 8 x3 4 i11Ch $445 $155 $600 $445 $155 $600 $445 $155 3600
3 4-lI1ch 3445 3255 $740 $445 $255 $700 $445 $255 $700
1 inch $495 $315 $810 3495 $315 $810 $495 $315 $810
1 1 2 m c h $550 $525 $1,075 $550 $525 $1,075 $550 $550 351,075
2 inch Turbine $830 $1,045 $1,875 $830 $1,045 $1,875 $830 $1,045 $1,875
2-nach Compound $,83u $1,890 $2,720 35830 $1,890 $2,"20 $830 $1,890 32,720
3 inch Turbine $1,045 31,90 $2,715 $1,045 $1,670 $2,715 $1,045 $1,670 $2,715
3 inch Compound $1,165 $2,545 $3,710 $1,165 $2,545 $3,710 $1,165 $2,545 $3,710
4 inch Turbine $1,490 $2,670 $4,160 $1,490 $2,670 $4,160 $1,490 $2,670 $4,160
4-inch compound $1,670 $3,645 35,315 $1,670 $3,645 $5,315 $1,6"0 $3,645 $5,315
6-mch Turbine $2,210 35,025 37,235 $2,210 $5,025 $7,235 $2,210 $5,025 $7,235

Sahuarita Water Company, la.
Docket No. W-03718A-15-0213
Page 19

1 .  O T H E R  I S S U E S

7. Setwire Line and Meier InNa//412011 Charge;

S E C  has  no t  p roposed  changes  t o  i t s  ex i s t i ng  se rv i ce  l i ne  and  m e t e r  i ns t a l l a t i on  cha rges
The i ns ta l l a t i on  charges,  l i s t ed  i n  Tab le  P ,  a re  re fundab le  advances and are  s im i l a r  t o  S ta f f s  current
range o f  charges  f o r  se rv i ce  l i ne  and  met er  i ns t a l l a t i ons . Staf f r e c o r n r n e n d s  t h a t  S E C  c o n t i n u e  t o
use the insta l la t ion charges inc luded in Table P.

9 SEC's current charges were approved in Decision No. 72177, effective March 1, 2011.



32,330 $6,920 $9,250 32,330 $6,920 $9,250 $2,330 $6,920 $9,250
At Cost At Cost At Cost At Cost At Cost At Cost At Cost At Cost At CostOver 6-inch

6 inch Compound

Sahuarita Water Company, IL
Docket No. W-03718A-15-0213
Page 20

2. Curlai/wen! Tarzan

SEC has an approved Curtailment Tariff on file with the Cormllission. This tariff became
effective September 2, 2015.

3 . Cram-Cofznecfion/Ban/éf/ow Prevention Ta/I"

SEC has an approved Cross-Connection/Backflow Prevention Tariff on ile with due
Commission. This tariff became effective November 1, 2002.

4. Of-Site Hook-Up Fee

SEC currently has an approved Qff-Site Hook-up Fee Tariff on file with the Commission.
The tariff became effective October 25, 3013.

5. Bet! Management Praclifaf BMP '9 Tarzan'

Currently, SEC does not have any Best Management Practice l"BMp") tariffs on 61e with
the Commission. Per Decision No. 74867, dated December 18, 2014, SEC is no longer required to
file any BMP tariffs.

6. Armenia B/ending P/an

On November 25, 2009, Pima County DEQ issued a Certif icate of Approval of
Construction ("AOC") for the AWTP authorizing SEC to operate die treatment plant. Upon
placing the AW/TP into operation, SEC began blending treated water from the A\Y/TP with
untreated water from its wells. According to Arizona Administrative Code ("AAC") R18-4-217, a
public water system may use blending to achieve compliance with a Maximum Contaminant Level
("MCL"), in this case Arsenic, if certain requirements are met and written approval has been
obtained from ADEQ.

During its field inspection, Staff requested to see SW/C's approved arsenic blending plan.
SEC was unable to produce its blending plan since it had never obtained one from ADEQ.
Consequently, SEC has been blending treated and untreated water without an approved blending
plan and written approval from ADEQ. Subsequently, Staff suggested dirt SEC take measures to
develop an arsenic blending plan and obtain written approval from ADEQ. As a result, SEC met
with ADEQ on December 1, 2015, to present its proposed blending plan. On December 11, 2015,
SEC submitted its blending plan and associated documents for ADEQ approval. Subsequent,
ADEQ issued its written approval of SEC's blending plan on December 21, 2015.

ll l



Table .Q Esianéia del Cofa0ii St1l§division Plant FaCilitieS

Account Number Plant Facility _ Year Construction .
Completed Quantity Original Cost

331 8 inch Ductde PVC Dlst'rlbutlon Mom 2007 1 100 feet
333 Resldenual Services 2007 89 $30,159

Fire Hydrants 2007 11 $15,673
Total

$76 082

Sahuarita Water Company, _ac.
Docket No. W-03718A-15-0213
Page 21

P/ani Used and U/"j9z/ - Er/an62a De/ Cordon Szzbdivirion

In Decision No. 72177, the Estancia del Corazon Subdivision, Region 5, Block 29 on-site
plant facilities (89 serv ices, 11 Ere hydrants, and 1,100 feet of 8-inch distribution main) were
removed from plant in service. During its Held inspection, Staff determined that the subdivision was
completely built-out with homes. Therefore, Staf f  concludes that the Estancia del Corazon
subdivision on-site plant facilities, totaling 3§76,082, are used and useful to the water systems
provision of service. Staff also concludes that die on-site plant facility costs, totaling 3£76,082, are
reasonable and appropriate to the water system's provision of service. A summary of the plant
facilities and associated costs is included in Table Q.

$30,250

38:5

Per-Tex! Year P/an! - Anfenif/lbfofplian Media Rqgenerafio/1

The initial arsenic absorption media installed in the AWTP vessels (approximately 1>500 ftp)
cost approximately $575,005. Since then, two (2) batches of arsenic absorption media (750 £8 each)
were removed for regeneration and re-installed at a total cost of $245,917. One batch of media was
damaged during the regeneration process and replaced with virgin arsenic absorption media by
Layne Christensen at the regeneration cost of $130,000. The current arsenic absorption media
depreciation rate (NARUC Account No. 3203), approved in Decision No. 72177, is 67 percent (1.5
years of service life). Subsequently, the initial and regenerated arsenic absorption media were fully
depreciated.

On December 8, 2015, SEC received an invoice from Purolite, in the amount of $150,657
for the regeneration of its latest batch (Batch 3-0) of exhausted arsenic absorption media. Batch 3-0
was removed on October 13, 2015, for regeneration and returned and reinstalled Batch 3-1 on
December 15, 2015. SEC is requesting a post-test year ("PTY") plant adjustment in the amount of
$150,657 for the regeneration and installation of Batch 3_1 arsenic absorption media. Staff
concludes that the PTY plant adjustment for the arsenic absorption media cost, totaling $150,657, is
reasonable and appropriate to the water systems provision of service.

P0 rz'~TeJz' Year P/an! ._ Manna/ Tranl7%r SwitfN 89° Enzergeng/ Standby Generator Inzpronenzeni Pr erif

In its application, SEC requested PTY plant adjustment in the amount of $214,912 for two
(2) capital improvement projects that included: 1) the installation of two (2) manual transfer
switches; and, 2) an emergency standby generator. Table R illustrates die capital costs associated
with SEC's manual transfer switch and emergency standby generator installations.

I ' ll I



Table R. Post Test Year Capital Improvement Projects

Well No. Site No. 14 & Well Site No. 18 - Manual Transfer Switch Installations

Item Vendor Costs

Electrical Permits - M dual Transfer Switches Town of Sabudrita 12038
I Permits Manwil Transfer SwitchesBuild' Town of Sahuarina 2468

Arc-Flash Study Sturgeon Electric Company, Inc. 3 2,146

Arc-FLLsh Mi . action .- Manual Transfer So itch Installation's1 1
•

Sturgeon Electric Company, Inc. $ 32,482

Sub-total Cost $ 34,994
WP No.1 (AWTP & Well No. 23) - Emergency Standby Generator Installation

Item vendor Costs

Emergency Generator Installation Design •
•Ricard Coney Engined x 12,000

Electrical Permit _ Emergency SMndby Generator Installation Town of Sahuarita 6035
IBuild . Permit - Emergent Standby Generator Installation Town of Sahluriti 2723

I

Emergency Generator - C4terpiJLar Model C15 PGAN &

Autormztic Transfer Switch C¢ 1te H141 Model 800A/480V
Empire Power Systems $; 120,989

Emergency Generator Inst4]]ation Crane Service Desert Hill Crane Service 4208
Diesel Fuel I Wholesale\Western Re $1 2,503
Air Quality Permit Pima County DEQ 1223
Site Inspection IolRich,1rd Carney E he 6963
Site Preparation Work Sturgeon Electric; Company, Inc. go 42,856

Sub-total Cost $ 179,918
Total Cost - Manual Transfer Switch and Emergency Standby Generator Installations $ 214,912

Sahuarita Water Company, 1
Docket No. W-03718A-15-0213
Page ZN

The first capital improvement project involved die installation of manual transfer switches at
two (2) of SEC's well sites. In 2014, SEC had an arc-flash study conducted at Well Site No. 14 and
Well Site No. 18. The study concluded that both well sites required the installation of manual
transfer switches to mitigate a potential arc-flash incident. Due to the potential danger created by
die lack of main power disconnect switches at each well site, SEC had the manual transfer switches
installed. Installation was completed injure 2015 at a total capital cost of approxirnatel

The second capital improvement project involved the installation of an emergency standby
generator at WP No. 1. Due to the lack of an emergency power source at WP No. 1, the location of
the AWTP and Well No. 23, SWC determined that an emergency standby generator was needed
especially since the AWTP treats all three (3) wells (Well No. 14, 18, & 23). Installation was
completed in January 2015 at a total capital cost of approximately $179,918.

The total cost of both SEC PTY capital improvement projects was $214,912. Based on the
July 28: 2015, site visit and inspection of die SEC water system, Staff concludes that the PTY capital
hnprovernent projects listed in Table R, totaling $214,912, are currency in operation and considered
used and useful to the water system's provision of service. Staff also concludes that the PTY capital
improvement project costs, totaling $214,911 are reasonable and appropriate to the water system's
provision of service.

l
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FIGURE 4 .. WATER TREATMENT PLANT NC. 1 (AWTP AND WELL NO. 23)
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FIGURE 5 -_ 2850 ZONE STORAGE TANKS AND BOOSTER PUMP STATION no. 1
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FIGURE 6- WELL SITE no.14 AND WELL SITENO. 18
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FIGURE 7 BOOSTER PUMP STATION no. 2 AND WELL SITE no. 17

I

88

a
§

¢

Booster Pump Station No. 2, Well Site No. 17, & 2950N Zone StorageTank

_n.

, we

Electrical

Control Panels

Well No. 17 (DWR No. 55-611143)
Inactive

230 kw Emergency Standby Generator

Sahuarita Water Company, LLC

I I

O

- M l
O- 2950N Zone

Booster Pumps

J

I
|

Entry Gate

.. _ * Discharge to the
2950N Zone

12-14-15

From the 2850

Zone Storage

Tanks



Sahuarita Water Company
Docket No. W-03718A~15-0213
July 7, 2015
Page 31

Sahuarita Water Company
Water Usage - _Ianuary 2014 - December 2014

Average Usage = 250

209

Jan-14 Feb M21 Apr Ian' _fun ]up

Months

Aug Sep Oct

209

a v Dec

pal

!

FIGURE 8 -SEC WATERCONSUMPTION

Sahuarita \Ytatel Company, LLC
Water Usage per Connection - 2005 through 2014

2005 2006 200 2008 2009 2010 2011 2012 2013 2014
I

FIGURE 9 _ sec WATER USAGE PER CONNECTION



Sahuarita Water Company, LLC
Actual and Projected Growth - 2005 tMough 2020

I
|

3
i

i 7,000

6,000

5,000
I

I 4,000
1

I 3,000

2,000

52
e
'a
9
9
s
s

u
4.
e
on
u
e
e
=
Z. 1,000

`4 0 I I I I I I | I »

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Year

I

Actual Growth ProtectedGrowth

Sahualita Water Company
Docket No. W-03718A-15-0213
July 7, 2015
Page 32

Sahuarita \Voter Company, LLC
\Y/ater Loss (2005 - 2014)

8.00
Average Water Loss = 4.72%

1
I

XD
Ia
o1
*
u
a n

`
5
u

5
u
0
4.

-¢..

9.00

1
I.00

6.00

5.00

4.00

o 3.00

2.00

1 .00

0.00 I I | ' 1 I I l

2005 2006 2007 2008 2009 2010 2011

Year

FIGURE 10 SWC HISTORICAL WATER LOSS

FIGURE 11 SWC GROWTH

1 i



EXHIBIT

2-L
BEFORE THE ARIZONA CORPORATION COMMISSION

DOUG LITTLE
Interim Chairman

BOB STUMP
Commissioner

BOB BURNS
Commissioner

TOM FORESE
Commissioner

IN THE MATTER OF THE APPLICATION OF
SAHUARITA WATER COMPANY, LLC, FOR A
DETERMINATION OF THE CURRENT FAIR
VALUE OF ITS UTILITY PRQPERTY AND
POR THE ESTABLISHMENT OF ]UST AND
REASONABLE RATES AND CHARGES

)
)
)
)
)
)
)

DOCKET no. W-03718A-15-0213

DIRECT

TESTIMONY

OF

CRYSTAL S. BRO

EXECUTIVE CONSULTANT III

UTILITIES DIVISION

ARIZONA CORPORATION COMMISSION

JANUARY 15, 2016

lllll\l\



\

TABLE OF CONTENTS

I. Introduction .

Sw77wag of Te.r!z)¢z01} and Rec0nwzendaz'z'0n.r
So/Jzzariiaff Proofed Okra// Rate 0f R.4'2'wn...

II. THE WEIGHTED AVERAGE COST OF CAPITAL ..

III. CAPITAL STRUCTURE_.

Bar/Qgrozznd...

.fa/marita Ir Capita/ Slrwiure

.S`z"§ll".f Capita/ Strufiure

IV. RETURN ON EQUITY...

Background. . .
Rt ; /e .

v. ESTIMATING THE COST OF EQUITY ..

Im'rodz¢fZion..
Di.rcoz4nzled Care F/aw Made/Ana§/Ji; ..
The Conf lanr -Grow! /9  DCF
The Mm/ i i -Stage DCF. . .
Capita/Amer Pn2a'ng Mode/. . . .

VI. SUMMARY OF STAFF'S COST oF EQUITY ANALYSIS ..

VII. FINANCIAL RISK AND ECONOMIC ASSESSMENT ADJUSTMENTS ..

VIII, RATE OF RETURN RECOMMENDATION .

SCHEDULES

Capital Structure and Weighted Cost of Capital...
Intentionally Left Blank..
Final Cost of Equity Estimates for Sample Water Utilities...
Average Capital Stricture of Sample Water Utilities ..
Growth in Earnings & Dividends of Sample Water Utilities ..
Sustainable Growth for Sample Water Utilities ..
Selected Financial Data of Sample Water Utilities ..
Calculation of Expected Infinite Annual Growth in Dividends ..
Mule-Stage DCF Estimates ..
Cost of Capital Calculation Capitalization...

I



EXECUTIVE SUMMARY
SAHUARITA WATER COMPANY, LLC,

DOCKET no. W-03718A-15-0213

Sahuarita Water Company, LLC ("Sahua1:ita" or "Company") proposed a 9.20 percent rate
of return. Sahuarita's proposed rate of return was calculated using a 10.50 percent cost of equity, a
4.20 percent cost of debt, and a capital structure consisting of 20.57 percent debt and 79.43 percent
equity.

Staff recommends an 8.41 percent rate of return. Staffs recommended rate of remen was
calculated using a 9.50 percent cost of equity, a 4.20 percent cost of debt, and a capital structure
consisting of 20.57 percent debt and 79.43 percent equity.
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1 I. IN RODUCTI ON

2 * Please state your name, occupation, and business address.

3 My name is Crystal S. Brown. I am an Executive Consultant HI employed by the Arizona

4

5

Corporation Commission ("ACC" or "Comlnission") in die Utilities Division ("StafF'). My

business address is 1200 West W/ashington Street, Phoenix, Arizona 85007

6

7 Briefly describe your responsibilities as an Executive Consultant III

8

9

I am responsible for die examination and verification of financial and statistical information

included in utility rate applications and other financial matters, including performing studies

10

11

to estimate the cost of capital component in rate Filings and developing revenue requirements

I n I and schedules that include Staffaddm0n, prepare written reports, testimonies,

12 recommendations to the Commission. I arm also responsible for testifying at formal hearings

13 on these matters.

14

15 Q. Please describe your educational background and professional experience

16

17

I received a Bachelor of Science Degree in Business Administration from the University of

Arizona and a Bachelor of Science Degree in Accounting from Arizona State University

18

19 Since joining mc Commission in August 1996, I have participated in numerous rate cases and

20 Adler regulatory proceedings involving electric, gas, water, and wastewater utilities. I have

21

22

testif ied on matters involv ing regulatory accounting, auditing, and the cost of  capital

Additionally, I have attended utility-related seminars sponsored by the National Association

23 of Regulatory Utility Commissioners ("NARUC") on ratemaking and accounting designed to

24 provide continuing and updated education in these areas.

A.

A.

A.

Q

Q

lllll
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1 Q- What is the scope of your testimony in this case?

2

3

4

My testimony provides Staffs recommended capital structure, cost of equity, and overall rate

of return ("RC)R") for establishing the revenue requirement for Sahuarita Water Company,

LLC ("Sahualita" or "Company").

5

6 Q. Please provide a brief description of Sahuar i ta .

7

8

SahuaNta is an Arizona Class B utility engaged in the business of providing water service in

th e Ran ch o Sah uar i t a  Master  Plan n ed Developmen t  in  th e Town  of Sah uar i t a  in  Pima

9 County, Arizona. Sahuarita provided service to approximately 16,000 customers during due

10 test year.

11

12 511772772401 of Tefliftfoly and Reaomwendationf

13 Q. Briefly summarize how Staffs cost of capital testimony is organized.

14

15

16

17

18

Staff's cost of capital testimony is presented in eight sections. Section I is this introduction.

Section II discusses the concept of weighted average cost of capital ("WACC"). Section III

presen ts Staffs cost  of debt  for  Sahuar i ta .  Sect ion  IV discusses the concepts of return  on

equi ty ("ROE") and r isk.  Sect ion  V presen ts the methods employed by Staff to est imate

Sahuarita 's ROE. Sect ion  VI presen ts the findings of Staffs ROE analysis. Section  VII

19 discusses the financial risk and economic assessment adjustments. Section  VIII presen ts

20 Staffs ROR recommendation.

21

22 Q. Have you prepared any schedules in support of your cost of capital analysis?

23 Yes, my supporting schedules are shown on CSB-1 to CSB-10.

24

25

A.

A.

A.

A.
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1 Q.

2

Ms. Brown, are you also sponsoring the pro forma revenue requirement and resulting

rate change being recommended by Staff?

3 A. No. Staff witness Teresa Hunsaker is supporting Staff's recommended pro forma revenue

4

5

6

requirement in dais case, and she is also supporting the quantification of the resulting change

in such revenues Staff is recommending. In completing her responsibilities, Ms. Hunsaker

utilizes die capital structure, cost of equity ("COE"), and the overall ROR recommendations

7 that I am sponsoring.

8

9 •

10

11

Before discussing Staffs specific rate of return recommendation for Sahuarita, please

provide an overview of the approach Staff takes to developing the ROE it utilized in

quantifying Staffs overall rate change recommendation?

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

As discussed in greater detail later in my testimony, Staff utilizes traditionally accepted models

for estimating a reasonable COE range. These models utilize observed market data and

forecasts to define the parameters of what would constitute the reasonable investing returns

associated with alternative investments. Generally, Staff believes than any ROE falling within

this model-driven cost-of-equity range would be an acceptable ROE for the Commission to

recognize in quantifying its anal rate change decision. Since, arguably

model-driven ROE range is just as reasonable as any other point, Staff believes that any

movement ABOVE the low end of this range represents a fair accommodation of any and all

company-specific risk factors an individual ACC-regulated utility might be facing. Clearl

such company-specihc risk factors can exist, and these risk factors may increase or reduce

what would otherwise constitute a reasonable ROE for an individual utility. Perhaps

unfortunately, but honestly, it is not really possible to precisely quantify specific basis point

weighting for each such risk factor, though Staff notes that cost of capital constants usually

go to great lengths to attempt to show Mat quantifying company-specific basis point

weightings for such factors is possible.

A.

Q

I
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Ms.  Brown, can you give an example of a  company-specific r isk consideration that

could actually support a lower overall ROE requirement?

Yes. A regulated utility with a relatively high percent of equity in its capital structure mix

presents a lower risk to stockholders than a regulated utility with a higher reliance on debt

This is because equity holder claims against assets is subordinate to the positions held by debt

holders. The point being that NOT ALL company-specific risk considerations increase the

required ROE.

Please continue.

Once the ROE model-driven reasonableness range has been defined, utilizing the traditionally

recognized models such as the Capital Asset Pricing Model ("CAPM") and Discounted Cash

Flow ("DCP") models discussed later in my testimony, the next question is "What level of

ROE should Staff utilize to build its revenue requirement schedules around"?

Generally, Staff will utilize the mathematically determined mid-point of this ROE model-

driven range since, as just noted, this mid-point effectively makes reasonable accommodation

for the net of any company-speciic risks that might ezdst.

However, there can be instances where Staff may choose to recommend using some other

point within this ROE model-driven range to calculate the underlying utility's

requirement and required rate change. Staff believes movement away from the mid-point of

the ROE model-driven range will be, and should be, a rare modification to its primary

approach. The pending Sahuarita rate case Being does present one of those cases where

movement away from the mid-point might be reasonable, so Staff has utilized the upper limit

of the ROE model-driven range to quantify the revenue requirement and resulting rate

increase sponsored by Staff witness Ms. Hunsaker.

revenue

llllll
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1 Q. Ms. Brown, before continuing with your explanation of the Sahuarita-specific

2 considerations that resulted in Staffs ROE recommendation in the instant case, can

3

4

you tell us if Staff has a specific list of factors that would lead to a recommendation

from Staff to use an ROE level above or below the model-driven mid-point?

5 A. No, Staff does not have such a list. Nor does Staff believe dirt such a list should be

6

7

generated. Each rate case filing is unique in some respect and defining reasonable ROE

recommendations is more or less an art dun a science, as we all know

8

9

10

11

That being said, Staff believes that it is important to again stress that such movements f rom

Staff are likely to be rare. On the odler hand, the Commission certainly has considerable

latitude in reaching its ultimate ROE Ending after giving consideration to all evidence before

12 it.

13

14 Q.

15

Ms. Brown, please return to your explanation as to why Staff chose to recommend the

high end of the model-driven ROE range in the pending Sahuarita case

16

17

18

19

20

21

22

23

24

As I will discuss in detail later in my testimony, the model-driven range for the ROE in the

Sahuari ta case spans f rom a low of  7.6 percent  to a high of  9.5 percent ,  and the

mathematically detennined mid-point is 8.6 percent. The quarter points within this range are

8.1 percent and 9.0 percent. If  Staf f  had uti l ized 8.6 percent for ROE in the revenue

requirement schedules sponsored by Ms. Hunsaker, Staff would have recommended a small

rate decrease for Sahuarita M Mis case. So as a step to support the general Commission

policy of promoting rate change gradualism, Staff recommended utilizing the upper limit

ROE of 9.5 percent in this case. Hopefully this accommodation will help the Company push

out the timing of the Company's next rate change Being and also moderate the level of

25 Sahuarita's next rate increase.

26

A.

I
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1

2

3

Again this Staff movement is unique to the SahuaNta case and does not mean that Staff wil l

always be recommending Mat the Commission only approve rate increases and not authorize

rate decreases if such a Ending is supported by available and convincing evidence.

4

5 Q. Thank you Ms. Brown for Mose preliminary comments and clarifications. Please

6

7

continue with your discussion regarding general cost of capital concepts you are

sponsoring, and the specific recommendationsStaff is making in this case.

8

9

Again to assure clear communications regarding our shift in focus, I am now returning to

Staffs more theoretical and academic discussion of cost of capital concepts, wherein I

10 present and explain how Staff developed its ROE model-driven range results.

11

12 Thank you. 'What is Staffs recommended rate of return for Sahuarita?

13

14

15

16 on

17

18

19

20

Staff recommends an 8.41 percent overall ROR, as shown in Schedule CSB~1. The ROR is

calculated from the capital structure, ROE and cost of debt. Staffs capital structure is

composed of 79.43 percent equity and 20.57 percent debt. Staffs estimated ROE for Me

Company is based the resul ts of  i ts DCF method and the CAPM cost  of  equi ty

methodology estimate- average for the sample companies of 8.6 percent for the CAPM and

8.6 percent average for the DCF. The CAPM model-driven range is 8.2 percent to 9.0

percent (which averages 8.6 percent), while the DSC model range is 7.6 percent to 9.5 percent

(which also averages 8.6 percent), as shown on Schedule CSB-3.

21

A.

Q.

A.
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1 54/Juarifa Zr Propped Overall Rate 0fReIzzr11

2 Q.

3

Briefly summar ize Sahuar ita 's  proposed capita l s t ructure,  cost  of debt ,  ROE and

overall ROR for this proceeding.

4

5

Table 1 summarizes the Company's proposed capital structure, cost of debt, ROE and overawe

ROR of 9.20 in this proceeding:

6

7 Table 1

Weight Cost
Weighted
Cost

Long-term Debt 20.57%

79.43%

4.20%

10.50%
0.86%
8.34%
9.20%

Corr non Equity
Cost of Capital/ROR

8

9 11. THE WEIGHTED AVERAGE COST OF CAPITAL

10 Q. Briefly explain the cost of capital concept.

11

12

13

The cost of capital is the opportunity cost of choosing one investment over others with

equivalent risk. In other words, the cost of capital is the return that stakeholders expect for

investing dleir financial resources in a determined business venture over another alternative

14 business venture.

15

16 Q. What is the overall cost of capital?

17 A.

18

19

The overal l  cost of  capi tal  for a arm issuing a variety of  securi t ies ( i .e. ,  stock and

indebtedness represents an average of the various cost rates on all securities issued by the

Erin adjusted to ref lect the relative weighting of each security within due f lrrn's capital

20 stricture. Thus, for any given firm, time overall cost of capital is the firm's WACC.

21

A.

A.

l I'l l
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1 Q. How is the WACC calculated?

2 The WACC is calculated by adding due weighted expected returns of a arm's securities. The

3 WACC formula is:

4
Equation 1.

5 n

6 WACC Wt *IN

7 i=1

8

9

In this equation, Wt is the weight given to the it security (the proportion of the it security

relative to the portfolios and ii is the expected return on the i"h security.

10

11 Q. Can you prov ide an example demonstrating application of Equation 1?

12 A.

13

14

15

Yes. For this example, assume that an entity has a capital stricture composed of 60 percent

debt and 40 percent equity. Also, assume Mat the embedded cost of debt is 6.0 percent and

the expected return on equity, i.e., the cost of equity, is 10.5 percent. Calculation of the

WACC is as follows:

16
WACC = (60% * 6.0%) + (40% * 10.5%)

17
WACC = 3.60% + 4.20%

18
WACC 1 7.80%

19

20

21

22

The weighted average cost of capital in dais example is 7.80 percent. The entity in this

example would need to earn an overall rate of return of 7.80 percent to cover its cost of

capital.

23

A.



Component Percent
Short-Term Debt 320,000 ($20,000/§$200,000) 10.00 0

Long-Term Debt $85,000 ($85,000/$200,000) 42.50 0

Preferred Stock $15,000 (315,004)/l<;200,000> 7.50 o

Common Stock 380.000 $80,000/3200,000) 40.00 o

Total 3200,000 100,00 0

Direct Testimony of 1 stat S. Brown
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1 111. CAPITAL STRUCTURE

2 Ban/éground

3 Q. Please explain the capital structure concept.

4

5

6

The capital structure of a firm is the relative proportions of each type of security:--short~term

debt, long-term debt (including capital leases), preferred stock and common stock--that are

used to Finance due Firm's assets.

7

8 Q. How is the capital structure expressed?

9

1 0

11

The capital structure of a company is expressed as the percentage of each component of time

capital structure (capital leases, short-term debt, long-term debt, preferred stock and common

stock) relative to the entire capital structure.

1 2

1 3 As an example, the capital structure for an entity that is Financed by $20,000 of short-term debt,

1 4 $85,000 of long-term debt (including capital leases), $15,000 of preferred stock and $80,000 of

1 5 common stock is shown in Table 2.

I 1 6 Table 2

1 7

1 8

1 9

The capital stricture in this example is composed of 10.0 percent short-term debt, 42.5 percent

long-tenn debt, 7.5 percent preferred stock and 40.0 percent common stock.

2 0

A.

A.
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1 fa/marita if Capital StmWzzre

2 Q. What capital structure does Sahuarita propose?

3 The Company proposes a capital structure composed of 20.57 percent long-tenn debt and

5

79.43 percent common equity. Sahuarita's proposed capital structure reflects projected long-

term debt and corr non equity balances as of December 31, 2014.

6

7 Q.

8

How does Sahuarita's proposed capital structure compare to capital structures of

publicly-traded water utilities?

9

10

11

Schedde CSB-4 shows the capital structures of six publicly-traded water companies ("sample

water companies" or "sample water utilities") as of December .2014. The average capital

structure for the sample water udlides is comprised of approximately 46.1 percent debt and

12 53.9 percent equity.

13

14 §z'4g§"J Cqbilal Sffwture

15 Q. What is Staffs recommended capital structure for Sahuarita?

16

17

18

Staff recommends a capital stnlcture composed of 20.57 percent debt and 79.43 percent

equity. Staffs recommended capital stricture consists of $2,326,035 long-term debt and

$8,982,660 common equity as shown on Schedule CSB-10.

19

20 IV. RETURN ON EQUITY

21 Bwkgr0zmd

22 Q. Please define the term "cost of equity capital."

23

24

25

The cost of equity is the rate of return that investors expect to earn on their investment in a

business entity given its Risk. In other words, the cost of equity to the entity is the investors'

expected rate of return on other investments of similar risk. As investors have a wide

II l

4

A.

A.

A.

A.
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1

2

selection of investments to choose from, died will generally choose from investments with

similar risks and similar returns. Therefore, the market determines the entity's cost of equity

3

4 Q. Is there a correlation between interest rates and the cost of equity?

5 A.

6

Yes, there is a positive correlation between interest rates and the cost of equity, as due two

tend to move in the same direction. This relationship is reflected in the CAPM formula. The

7

8

CAPM is a marketfbased model employed by Staff for esdmadng the cost of equity. The

CAPM is further discussed in Section VI of this testimony.

9

10 Q. What has been the general trend of interest rates in recent years?

11

12

A chronological chart of interest rates is a good tool to show interest rate history and identify

trends. Chart 1 graphs intermediate U.S. treasury rates from January 3, 2003, to January 30

13 2014.

14

15

1 6

1 7

18

1 9

2 0

21

22

23

24

25

A.

l Ill
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As shown in Chart 1, intermediate-tenn interest rates generally trended upward from 2003 to

mid-2007, trended downward until late-2012, and have trended upward since that time.

4 Q What has been the general trend in interest rates longer tern?

U.S. Treasury rates from January 1964- January 2014 are shown in Chart 2. The chart shows

that interest rates trended upward through the mid-1980s and have trended downward since

that time.

Source: Federal Reserve

22 Q Do these trends suggest anything in terms of cost of equity?

Yes. As previously noted, interest rates and due cost of equity tend to move in the same

djrecdon; therefore, the cost of equity has declined in the past 30 years.
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1 Q. Do actual returns represent the cost of equity?

2 No. The cost of e ii re resents investors' e actedreturns and not realized returnsq P

3

4 Q.

5

Is there any information available that leads to an understanding of the relationship

between die equity returns required for a regulated water utility and those required in

the market as a whole?6

7 Yes. A comparison of betas, a component of the CAPM discussed in Section V, for the

8

9

10

11

12

13

water utility industry and the market provide insight into this relationship. In theory, the

overall market has a beta value of 1.0, wide stocks bearing greater risk (less risk) Dian the

market having beta values higher than (lower than) 1.0, respectively

accordance with due CAPM, die cost of equity capital moves in the same direction as beta

Therefore, because the average beta value (0.73)1 for a water utility is less than 1.0, the

required return on equity for a regulated water utility is below that of the market as a whole

14

15 Risk

16 Q. Please define risk in relation to cost of capital.

17 a

18

19

20

21

22

Risk, as it relates to an investment, is the variability or uncertainty of the returns on

particular security. investors are risk averse and require a greater potential return to invest in

opportunities with relatively greater risk, i.e., investors require compensation for taldng on

additional risk. Risk is generally separated into two components. Those components are

market risk systematic risk) and non-market risk (unsystematic risk, diversifiable risk or firm

specific risk) .

23

A.

A.

A.

1 See Schedule CSB-7.
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1 Q What is market risk?

Market risk, or systematic risk, is the risk associated with an investment that cannot be

reduced through diversification. Market risk stems from factors that affect all securities, such

as possibilities of recession, war, inflation and high interest rates. Since dlese factors affect

die entire market they cannot be eliminated through diversification. Market risk does not

impact each security to the same degree. The degree to which a given security's return is

affected by market fluctuations can be measured using Beta. Beta reflects the business risk

and the financial risk of a security.

10 PleaSe define business risk.

Business risk is the potential fluctuation of earnings inherent in a firm's operations and

such as competition and adverse economic conditions that may impair its

ability to provide returns on investment. Companies in the same industry or similar lines of

business tend to experience the same fluctuations in business cycles.

environment,

16 Please define Financial risk.

Financial risk is the potential fluctuation of earnings, inherent in the use of debt financing,

that may impair a I8rm's ability to provide adequate return; the higher the percentage of debt

in a f8nn's capital stnlchure, the greater its exposure to financial risk.

21 Do business risk and financial risk affect the cost of equity?

Yes .

24 Is a firm subject to any other risk?Q

Q

Q

Q

Firms may also be subject to unsystematic or -specific risk. Examples of

unsystematic risk include losses caused by labor problems, nationalization of assets, loss of a

Yes,
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1 Investors can eliminate -specific risk by holding a

2

big client or weather conditions.

diverse portfolio; thus, it is not of concern to diversified investors.

3

4 Q. How does Sahuarita's Financial risk exposure compare to that of Staffs sample group

5 of water companies?

6

7

CSB-4 shows the capital structures of Staffs six sample water companies as of December 30

2014, and Sahuarita's adjusted capital structure as of the end of the test year, December 31

8 2014. As shown, die sample water utilities were capitalized with approximately 46.1 percent

9

10

11

debt and 53.9 percent equity, while Sahuarita's capital stricture consists of approximately

20.57 percent debt and 79.43 percent equity. Thus, Sahuarita bears significantly less financial

risk than do Staffs sample companies.

12

13 Q. Is firm-specific risk measured by beta?

14 A. No. Firm-speciHc risk is not measured by beta.

15

16 Q. Is the cost of equity affected by firm-speciic risk?

17 A.

18

No. Since Erztn-specific risk can be eliminated through diversification it does not affect the

determination of a reasonable cost of equity.

19

20 Q. Should investors expect additional returns for Finn-specific risk?

21 No.

22

23

24

Investors who hold diversified portfolios can eliminate firm-specific risk and

consequently, do not require any additional return. Since investors who choose to be less

than fully-diversified must compete in Me market with fully-diversified investors, the former

cannot expect to be compensated for unique risk.

25

A.

A.
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ESTIMATING THE COST OF EQUITY

2 Dffrodzwion

3 Q. Did Staff directly estimate the cost of equity for Sahuarita?

No, Sahuarita is not a publicly-traded company and, as such, Staff is unable to directly

estimate its market cost of equity due to the lack of firm-specific market data. Instead, Staff

must estimate the Company's cost of equity indirectly using a representative sample group of

publicly traded water utilities as a proxy for Sahuarita. Use of a sample is appropriate, as it

reduces the sample error resulting from random fluctuations in the market at the time the

information is gathered.

What water utilities did Staff select for its proxy group of sample companies?

Staffs sample consists of the following six publicly-traded water utilities: American States

Water, California Water, Aqua America, Connecticut Water Services, Middlesex Water and

SAW Corp. Staff chose these companies because they are publicly-traded and receive the

majority of their earnings from regulated operations.

17 Q- What models did Staff implement to estimate Sahuarita's cost of equity?

Staff used two market-based models to estimate the cost of equity for Sahuarita: the DCP

model and the CAPM.

Please explain why Staff chose the DCF and CAPM models .

Staff chose to use the DCF and CAPM models because they are widely-reco ed market-

based models and have been used extensively to estimate the cost of equity. An explanation

of the DCF and CAPM models follows.

lllll
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1 DMowted Ca;/9 F/ow Mode/Ana/sis

2 Q.

3

Please provide a brief  summary of the theory upon which the DCF method of

estimating the cost of equity is based.

A.

5

6

7

8

9

10

11

The DCF method of stock valuation is based on Me theory that the value of an investment is

equal to die sum of the future cash flows generated from the aforementioned investment

discounted to the present time. This method uses expected dividends, market price and

dividend grower rate to calculate the cost of capital. Professor Myron Gordon pioneered the

DCF mediod in the 1960s. The DCF method has become widely used to estimate Me cost of

equity for public utilities due to its theoretical merit and its simplicity. Staff used die financial

information for die relevant six sample companies in the DCF model and averaged the results

to determine an estimated cost of equity for the sample companies.

12

13 Q- Does Staff use more than one version of the DCF?

14 A. Yes. Staff uses two versions of the DCF model: the constant-growth DCF and the multi

15 stage or non-constant growth DCF. The constant-growth DCF assumes that an entity's

16 div idends will grow indefinitely at the same rate. The multi-stage growth DCF model

17 assumes the dividend growth rate will change at some point in the future

18

19 T/96 Comtianl-Grow!/9 DCF

20 Q. What is the mathematical formula used in Staffs constant-growth DCF analysis

21 The constant-growd1 DCF fionnula used in Staff's analysis is:

Equation 2

DK = --l.-l.g
R,

where : K
DI

H

g

the cost of equity

the expected annual dividend

the current stock price

the expected infinite annual growth rate of dividends

4

A.

ll
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1

2

3

4

5

6

Equation 2 assumes that the entity has a constant earnings retention rate and that its earnings

are expected to grow at a constant rate. According to Equation 2, a stock with a current

market price of $10 per share, an expected annual div idend of $0.45 per share and an

expected dividend growth rate of 3.0 percent per year has a cost of equity to the entity of 7.5

percent reflected by the sum of the div idend yield l$0.45/ $10 : 4.5 percent) and die 3.0

percent annual dividend growth rate.

7

8 Q. How did  S ta f f ca lcu la te the expected dividend yield (D1/P0)  component  of  the

9 constant~growth DCF formula?

10

11

12

Staff calculated the expected yield component of the DCF formula by dividing the expected

annual dividend IDS) by the spot stock price (pol after the close of market on December 9,

2015, as reported by Ya/900 Finance.

13

14 Q.

15

Why did Staff use the December 9, 2015, spot price rather than a historical average

stock price to calculate the dividend yield component of the DCF formula?

16 A.

17

18

19

20

The current, rather than historic, market price is used in order to be consistent wider Financial

theory. In accordance with the Eff icient Market Hypothesis, the current stock price is

reflective of all available information relating to the stock, and as such reveals investors'

expectations of future returns. Use of historical average stock prices illogically discounts the

most recent information in favor of less recent information. The latter is obviously stale and

21 is representative of underlying conditions that may have changed.

22

23 Q.

24

How did Staff estimate the dividend growth (g) component of the constant-growth

DCF model represented by Equation 2?

25

26

A.

A.

The dividend growth component used by Staff is determined by the average of six different

estimation meduods, as shown in Schedule CSB~8. Staff calculated historical and projected
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1 growth estimates on dividend-per-share ("DPS"),2 earnings-per-share ( "Eps" l and
3

2 sustainable growth bases.

3

41 Q.

5

Why did Staff examine EPS growth to estimate the dividend growth component of the

constant-growth DCF model?

6

7

8

Historic and projected EPS growth are used because div idends are related to earnings.

Dividend distributions may exceed earnings in the short run, but cannot continue indefinitely.

In the long term, dividend distributions are dependent on earnings.

9

10 Q. How did Staff estimate historical DPS growth?

11

12

13

Staff estimated historical DPS growth by calculating a compound aerial DPS growth rate for

each of its sample companies over die 10-year period, 2005-2014. As shown in Schedule

CSB-5, the average historical DPS growth rate for the sample was 3.8 percent.

14

15 Q. How did Staff  estimate projected DPS growth?

16

17

18

Staff calculated an average of the projected DPS growth rates for the sample water utilities

from Value Line through the period, 2018-2020. The average projected DPS growth rate is

5.7 percent, as shown in Schedule CSB-5.

19

20 Q. HOW did Staff estimate historical EPS growth rate?

21

22

23

Staff estimated historical EPS growth by calculating a compound annual EPS growth rate for

each of its sample companies over the 10-year period, 2005~2014. As shown in Schedule

CSB-5, the average historical EPS growth rate for the sample was 7.1 percent.

24

2 Derived from information provided by Va/ue Line.
3 Derived from information providedby Va/me Line.

A.

A.

A.

A.

l l
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1 Q. How did Staff estimate protected EPS growth?

2 Staff calculated an average of the projected EPS growth rates for die sample water utilities

from Va/zze Line through the period, 2018-2020. The average projected EPS growth rate is

5.1 percent, as shown in Schedule CSB-5.

6 Q. HOW does Staff calculate its historical and projected sustainable growth rates?

7 Historical and projected sustainable growth rates are calculated by adding dleir respective

retention growth rate terms (Br) to their respective stock financing growth rate terms (vol,

shown in Schedde CSB-6.

2.S

11 Q. What is retention growth?

Retention growth is the growth in dividends due to die retention of earnings. The retention

growth concept is based on the theory that dividend growth cannot be achieved unless the

company retains and reinvests some of its earnings. The retention growth is used in Staffs

calculation of sustainable growth shown in Schedule CSB-6.

17 Q. What is the formula for the retention growth rate?

18 A. The retention growth rate is the product of the retention ratio and the book/accounting

return on equity. The retention growth rate formula is:

Equation 31

Retention Growth Rate= Br

where : b

r
the retention ratio (1 -. dividend payout ratio)

the accounting/book return on common equity

Illllllll l l

A.

A.
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1 Q. How did Staf f ca lcula te the average his tor ica l retent ion growth ra te (be) for  the

2 sample water utilities?

3 A.

4

5

Staff calculated die mean of the 10-year average historical retention rate for each sample

company over the period, 2005-2014. As shown in Schedule CSB-6, the historical average

retention (Br) growdi rate for the sample is 3.1 percent.

6

7 Q. How did Staff estimate its projected retention growth rate (be) for the sample water

8 utilities?

9 A. Staff used the retention growda projections for the sample water udlides for the period, 2018

10 2020, from Va/ue Line. As shown in Schedule CSB-6, the projected average retention growth

11 rate for due sample companies is 4.6 percent

12

13 Q. When can retention growth provide a reasonable estimate of future dividend growth?

14

15

16

17

18

The retention growth rate is a reasonable estimate of future dividend growth when the

retention ratio is reasonably constant and the entity's market price to book value ("market-to

book ratio") is expected to be 1.0. The average retention ratio has been reasonably constant

in recent years. However, the market-to-book ratio for the sample water utilities is 2.3

notably higher than 1.0> as shown in Schedule CSB-7.

19

20 Q. Is there any financial implication of a market-to-book ratio greater than 1.0?

21 Yes. A market-to-book ratio greater than 1.0 implies that investors expect an entity to earn

22

23

24

25

26

an accounting/book return on its equity that exceeds its cost of equity. The relationship

between required returns and expected cash flows is readily observed in the fixed securities

market. For example, assume an entity contemplating issuance of bonds with a face value of

310 million at either 6 percent or 8 percent and, thus, paying annual interest of $600,000 or

$800,000, respectively. Regardless of investors' required return on similar bonds, investors

A.

A.

111-1
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will be willing to pay more for the bonds if issued at 8 percent than if die bonds are issued at

6 percent. For example, if the current interest rate required by investors is 6 percent, then

they would bid $10 million for the 6 percent bonds and more Dian 3510 million for the 8

percent bends. Similarly, if equity investors require a 9 percent retunl and expect an entity to

earn accounting/book returns of 13 percent, the market will bid up the price of the end;ity's

stock to provide the required return of 9 percent.

8 Q How has Staff generally recognized a market-to-book ratio exceeding 1.0 in its cost of

equity analyses in recent years?

Staff has assumed that investors expect the market-to-book ratio to remain greater than 1.0.

Given that assumption, Staff has added a stock f inancing growth rate (vs) term to the

retention ratio (Br) term to calculate its historical and projected sustainable growth rates.

14 Q Do the historical and projected sustainable growth rates Staff uses to develop its DCF

cost of equity in this case continue to include a stock financing growth rate term?

18 Q What is stock financing growth?

Stock financing growth is the growth in an entity's dividends due to the sale of stock by that

entity. Stock financing growth is a concept developed by Myron Gordon and discussed in his

book The Cort of Capita/ to a Pupa UIMQL4 Stock financing growth is die product of  the

traction of the funds raised from the sale of stock dirt accrues to existing shareholders (v)

and the fraction resulting from dividing the funds raised from the sale of stock by the existing

common equity (s)

Gordon. Myron] T/Je Con* of Capiz'a/ to 4 Pub£f Uzi/ig. MSU Public Utilities Studies, Michigan, 1974. pp 31_35.

l II
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1 Q . What is the mathematical formula for the stock financing growth rate

2 The mathematical formula for stock financing growth is

Equation 4:

Stock Financing Grcv~*.h : vs

where : v

S

Fraction of the funds raised from the sale of stock that accrues

to existing shareholders

Funds raised from the sale of stock as a fraction of the existing

common equity

3

4 Q. How is the variable presented above calculated?

5 Variable v is calculated as follows:

Equation 5 :

1 book value
v = -

market value

6

7

8

For example, assume dirt a share of stock has a $30 book value and is selling for $45. Then

to End the value of u, die formula is applied:

v 1~

9 In this example, vis equal to 0.33.

10

11 Q. How is the variable s presented above calculated?

12 Variable x is calculated as follows:

13 Equation 6:

14

15

Funds raised from the issuance of stock
J" 1 ' -  - -  . . - .. .. . .

Total existing common equity before the issuance

A.

A.

A.

II
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1

2

For example, assume that an entity has $150 in existing equity, and it sells 330 of stock.

Then, to find the value of J, the formula is applied:

S

1501

3 In dais example, .f is equal ro 20.0 percent.

4

5 5 What is the vs term when the market-to-book ratio is equal to 1.09

6
earn a

7

8

9

10

11

A market-to-book ratio of 1.0 reflects that investors expect an entity to

book/accounting return on their equity investment equal to the cost of equity.. When the

market-to-book ratio is equal to 1.0, none of the funds raised from the sale of stock by the

entity accrues to the benefit of existing shareholders, i.e., the term v is equal to zero (0.0).

Consequently, the w term is also equal to zero l0.0). When stock financing growth is zero,

dividend growth depends solely on the Br tern

12

13 • What is the effect of the vs term when the market-to-book ratio is greater than 1.0?

14

15

16

A market-to-book ratio greater than 1.0 reflects that investors expect an entity to earn a

book/accounting return on their equity investment greater Dian the cost of equity. Equation

5 shows that, when the market-to-book ratio is greater than 1.0, the v term is also greater than

17 zero. The excess by which new shares are issued and sold over book value per share of

18

19

20

21

outstanding stock is a contribution that accrues to easting stockholders in the fool of a

higher book value. The resulting higher book value leads to higher expected earnings and

dividends. Continued growth from the w term is dependent upon the continued issuance and

sale of additional shares at a price that exceeds book value per share.

22

A.

Q

A.

Q



Direct Testimony of C Lai S. Brown
Docket No. W-03718A-15-0213
Page 25

1 Q . What vs estimate did Staff calculate from its analysis of the sample water utilities?

2 A.

3

Staff estimated an average stock Financing growth of 1.7 percent for the sample water udlides

as shown in Schedule CSB-6.

5 Q.

6

What would occur if an entity had a market-to-book ratio greater than 1.0 as a result of

to exceed its cost of  equity, and subsequents

7

inves tor s  expect ing ea rnings

experienced newly-authorized rates equal only to its cost of equity?

8

9

10

Holding all other factors constant, one would expect market forces to move dire company's

stock price lower, closer to a market-to-book ratio of 1.0, to reflect investor expectations of

reduced expected future cash flows.

11

12 Q.

13

14

I f the average market-to-book ratio of Staffs sample water utilities were to fall to 1.0

due to authorized ROEs equaling their cost of equity, would inclusion of the vs term

be necessary to Staffs constant-growth DCF analysis?

15

16

17

18

No. As discussed above, when the market-to-book ratio is equal to 1.0, no portion of the

funds raised from the sale of stock by the entity accrues to the benefit of existing

shareholders because die W tern is equal to zero, thus, the w term is also equal to zero. When

die market-to-book ratio equals 1.0, dividend growth depends solely on the Br term. Staffs

inclusion of the M term assumes that the market-to-book ratio continues to exceed 1.0, and19

20

21

that the sample water udlides will continue to issue and sell stock at prices above book value

with due effect of benefitting e§dst:ing shareholders.

22

23 Q. What are Staffs historical and projected sustainable growth rates?

24 A. Staffs estimated historical sustainable growth rate is 4.9 percent based on an analysis of

25 earnings retention for time sample water companies. Staffs projected sustainable growth rate

4

A.

A.

l l
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is 6.3 percent based on retention growth projected by Va/zze Linz. Schedule CSB-6 presents

Staffs estziinates of the sustainable growth rate.

What is Staffs expected infinite annual growth rate in dividends P

Staffs expected dividend growth rate lg) is 5.5 percent, which is the average of historical and

projected DPS, EPS, and sustainable growth estimates. Staffs calculation of the expected

infinite annual growth rate in dividends is shown in Schedule CSB-8.

What is Staffs constant-growth DCF estimate for the sample utilities P

Staffs constant-g1:owth DCF estimate is 8.2 percent, as shown in Schedule CSB-3.

12 T/ye Mm/ti-Stage DEF

13 Q. Why did Staff implement the multi-stage DCF model to estimate Sahuarita's cost of

t?

Staff generally uses the multi-stage DCF model to consider the assumption that dividends

may not grow at a constant rate. The multi-stage DCF uses two stages of growth, the first

stage linear-term) having a four-year duration, followed by the second stage (long-term) of

constant growth.
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1 Q. What is the mathematical formula for the multi-stage DCF?

2 The mild-stage DCF formula is shown in the following equation

Equation 7 :

P
0

n
D r

(1+K)'
+ Dn(1+gn)

K-gn

Where 1

Dr
K

n

Dr

gr

R, current stock price

dividends expected during stage 1

cost of equity

years of non - constant growt.h

dividend expected in year n

constant rate of growth expected after year n

3

4 Q . What steps did Staff take to implement its multi-stage DCF cost of equity model?

5

6

7

8

First, Staff projected future dividends for each of the sample water utilities using near-term

and long-term growth rates. Second, Staff calculated the internal rate of return (cost of

equity) which equates the present value of the forecasted dividends to the current stock price

for each of die sample water utilities. Lastly, Staff calculated an overall sample average cost

9 of equity estimate.

10

11 Q. How did Staff  calculate near-term (stage-1) growth?

12 The stage-1 growth rate is based on Va/ue liners projected dividends for the next twelve

13

14

months, when available, and on the average dividend growth lg) rate of 5.5 percent, calculated

in Staffs constant DCF analysis for the remainder of the stage as shown on

15

A.

A.

A.
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1 How did Staff estimate long-term (stage-Z) growth?

Staff calculated the stage-2 growth rate using the arithmetic mean rate of growth in Gross

Domestic Product ("GDP") from 1929 to 2014.5 Using the GDP growth rate assumes that

the water utility industry is expected to grow at the same rate as the overall economy.

6 What is the historical GDP growth rate that Staff used to estimate stage-Z growth?

Staff used 6.4 percent to estimate the stage-2 growth rate as shown on Schedule CSB-9.

9 What is Staffs multi-stage DCF estimate for the sample utilities?

Staffs mild-stage DCF estimate is 9.0 percent, as shown in Schedule CSB-3.

12 What is Staffs overall DCF estimate for the sample utilities?

Staffs overall DCF estimate is 8.6 percent. Staff calculated the overall DCF estimate by

averaging the constant growth DCF (8.2%) and multi-stage DCF (9.0%) estimates, as shown

in Sch€dul@ CSB-3.

17 Capita/Arm* Pricing Mode/

18 Please describe the CAPM.

The CAPM is used to determine the prices of securities in a competitive market. The CAPM

model describes the relationship between a secu1;ity's investment risk and its market rate of

return. Under the CAPM, an investor requires the expected return of a security to equal the

rate on a risk-free security plus a risk premium. The model also assumes that investors will

sufficiently diversify their investments to eliminate any non-systernadc or unique Nsk.6 In

.bea.doc.gov.
6 The CAPM makes the following assumptions: 11 single holding period; 2) perfect and competitive securities market; 3)
no transaction costs,
homogeneous expectations.

4) no restrictions on short selling or borrowing; 5) the existence of a risk-free rate; and 6)

Q

Q

Q

Q

Q

III
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1

2

1990, Professors Harry Markowitz, William Sharpe, and Merton Miller earned the Nobel

Prize in Economic Sciences for their contribution to the development of the CAPM

3

Did Staff use the same sample water utilities in its CAPM and DCF cost of equity

estimation analyses?

6

7

Yes. Staffs CAPM cost of equity estimation analysis uses the same sample water companies

as did its DCF cost of equity esdmadon analysis.

8

9 Q. What is the mathematical formula for the CAPM?

10 A. The mathematical formula for the CAPM is:

11

Equation 8

K : R/+0(R» -RI

where 1 Rf

Rm

5

Rm "Rf

K

risk free rate

return on market

beta

= market risk premium

expected return

12

13

14

15

The equation shows that the expected return (K) on a risky asset is equal to the risk~free

interest rate (Rf) plus the product of the market risk premium (Rm -- Rf) multiplied by the

beta (Bl coefficient, where beta represents the risldness of the investment relative to the

market.16

17

18 Q. What is the risk-free rate?

19 A. The risk-free rate is the rate of return of an investment free of default risk

A.

l l
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1 What does Staff use as surrogates to represent estimations of the risk-free rates of

interest in its historical and current market risk premium CAPM methods?

As previously noted, Staff uses separate parameters as surrogates for the esdinations of the

risk-free rates of interest for the historical market risk premium CAPM cost of equity

estimation and the current market risk premium CAPM cost of equity estimation. Staff uses

= average of three (5-, 7-, and 10-year) intermediate-term U.S. Treasury securities' spot rates

M its historical rrfarket r isk premium CAPM cost of equity estimation, and the 30-year U.S.

Treasury bond spot rate M its current market r isk premium CAPM cost of equity estimation.

Rates on U.S. Treasuries are largely verifiable and readily available.

11 What does beta measure?

Beta is a measure of a security's price volatility, or systematic risk, relative to the market as a

whole. Since systematic risk cannot be diversified away, it is the only risk that is relevant

when estimating a security's required return. Using a baseline market beta of 1.0, a secMty

having L beta value less than 1.0 will be less volatile (i.e., less risky) than the market. A

security wide 1 beta value greater than 1.0 will be more volatile (i.e., more risky) than the

market.

19 How did Staff estimate Sahuarita's beta?

Staff used the average of the Va/ue Lina betas for the sample water udlides as a proxy for due

Company's beta. Schedule CSB-7 shows the Va/zze Line betas for each of the sample water

utzilides. The 0.73 average beta for the sample water utilities is Staffs estimated beta for

Sahuarita. A security having a beta value of 0.73 is less volatile than the market as a whole,

and thus requires a lower return on equity than does the overall market.

Q

Q

Q

IH H I
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1 Q. What is the market risk premium (Rm - Rf) P

2 The market risk premium is Me expected return on the market, minus the risk-free rate

3 Simplified, it is the return an investor expects as compensation for market risk

4

5 Q. What did Staff use for the market risk premium?

6 Staff uses separate calculations for the market risk premium in its historical and current

7 market risk premium CAPM methods.

8

9 Q. How did Staff calculate an estimate for the market risk premium in its historical

10 market risk premium CAPM method?

11

12

Staff uses the intermediate-term government bond income returns published in the Ibbotson

Associates' Sfooéf, Bonds, Bi///, and Izy'Zaz'i0/1 2075 Yearbook to calculate the historical market risk

13 Ibbotscn Associates calculates the historical risk premium by averaging the

14

premium.

historical arithmetic differences between the S&P 500 and the intermediate-term government

15 bond income returns for the period 1926-2014. Staffs historical market risk premium

16 estimate is 7.6 percent, as shown in Schedule CSB-3.

17

18 Q. How did Staff calculate an estimate for the market risk premium in its current market

19 risk premium CAPM method?

20 A.

21

22

23

24

Staff solves equation 8 above to arrive at a market risk premium using a DCF-derived

expected return (K) of 12.03 (2.30 + 9737) percent using the expected dividend yield (2.3

percent over the next twelve months) and die annual per share growth rate (12.03 percent)

Mat Va/ue Lineprojects for all dividend-paying stocks under its review" along with the current

long-tenn risk-free rate (30-year Treasury note at 2.88 percent) and the market's average beta

7 The three to five year price appreciation is 45°/o. 1145025 - 1
8 November 4, 2015 issue date.

9.73%.

A.

A.

A.

I
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1 of 1.0. Staff calculated mc current market risk premium as 9.5 percent,9 as shown in Schedule

2 CSB 3.

3

4 Q.

5

What is the result of Staffs historical market risk premium CAPM and current market

risk premium CAPM cost of equity estimations for Me sample utilities P

6

7

Staffs cost of equity estimates are 7.6 percent using the historical market risk premium

CAPM and 9.5 percent using the current market risk premium CAPM as shown on Schedule

8 CSB-3.

9

10 Q. What is Staffs overall CAPM estimate for the sample utilities?

11 Staffs overall CAPM cost of equity estimate is 8.6 percent which is the average of the

historical market risk premium CAPM (7.6 percent) and the current market risk premium

CAPM (9.5 percent) estimates, as shown in Schedule CSB-3.

15 VI. SUMMARY OF STAFF'S COST OF EQUITY ANALYSIS

16 Q. What is the result of Staffs constant-growth DCF analysis to estimate the cost of

equity for the sample water utilities P

18 A. Schedule CSB~3 shows the result of Staffs constant-growth DCF analysis. The result of

Staffs constant-growth DCF analysis is as follows:

k 2.7% + 5.5%

k 8.2%

Staffs constant-growth DCF estimate of the cost of equity for the sample water udlides is 8.2

percent.

9 12.03% : 2.88% + (1) (9.15%).

I

A.

A.
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1 Q. What is the result of Staffs multi-stage DCF analysis to estimate of the cost of equity

2 for the sample utilities?

3 Schedule CSB-9 shows the result of Staffs multi-stage DCF analysis. The result of Staffs

multi-stage DCF analysis is:

Company Equity Cost
Estimate (k)

American States Water
California Water
Aqua America
Connecticut Water
Middlesex Water
SAW Corp
York Water

8.6%
9.3%
8.8%
9.3%
9.4%
8.9%
9.0%

5

6

7

8

9

10

11

12

13

14

15

16 Average 9.0%

17

18 Staffs multi-stage DCF estimate of the cost of equity for the sample water utilities is 9.0

19 percent.

20

21 Q. What is Staffs overall DCF estimate of the cost of equity for the sample utilities?

22

23

24

Staffs overall DCF estimate of the cost of equity for the sample utilities is 8.6 percent. Staff

calculated an overall DCF cost of equity estimate by averaging Staffs constant growth DCF

(8.2 percent) and Staffs mild-stage DCF (9.0 percent) estimates, as shown in Schedule CSB

3.25

26

27 Q. What is the result of Staffs historical market risk premium CAPM analysis to estimate

28 the cost of equity for the sample utilities?

29 A. Schedule CSB-3 shows the result of Staffs CAPM analysis using due historical risk premium

30 estimate. The result is as follows:

31

4

A.

A.

I I ' l l
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1 k 2.1% + 0.73 * 7.6%

2

3 k 7.6%

4

5

6

Staffs CAPM estimate (using time historical market risk premiums of the cost of equity for the

sample water utilities is 7.6 percent.

7

8 Q. What is the result of Staffs current market risk premium CAPM analysis to estimate

9 the cost of equity for the sample utilities?

10 Schedule CSB-3 shows the result of Staffs CAPM analysis using the current market risk

11 premium estimate. The result is:

12
k 2 . 9%  + 0.73 * 9.2%

13

k 9.5%
14

15

16

Staffs CAPM estimate losing the current market risk premium) of the cost of equity to the

sample water utilities is 9.5 percent.

17

18 Q. What is Staffs overall CAPM estimate of the cost of eqmlty for the sample utilities P

19

20

21

Staffs overall CAPM estimate for the sample utilities is 8.6 percent. Staffs overall CAPM

estimate is the average of the historical market risk premium CAPM 17.6 percent) and the

current market risk premium CAPM (9.5 percent) estimates, as shown in Schedule CSB-3.

22

23 Q . Please summarize the results of Staffs cost of equity analysis for the sample utilities.

24 A. The following table shows the results of Staffs cost of equity analysis:

25

I

A.

A.
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l Table 2
Estimate

8.6%
8.6%
8.6%

Method
Average DCF Estimate

Average CAPM Estimate
Overall Average

.ll

2

3

4

Staffs average estimate of the cost of equity to the sample water utilities is 8.6 percent. As

previously noted, the full range of Staffs model-dtiven ROE range is 7.6 percent to 9.5

5 percent.

6

7 Q. Ms. Brown, in the recent past, Staff chose not to incorporate the results of its CAPM

ROE overall ROE recommendation. Would8 you please

9

based in developing its

explain whyStaff has moved away from that previous position?

10 A. Yes. Staff has always calculated dimeCAPM Model-driven ROE range but effectively gave this

11 result a zero weighing. The zero weighting approach was followed due to a noted divergence

of the CAPM Model-driven results from the DCF Model-driven results.12

13

14

15

As noted later in my cost-of-capital testimony, Staff is now analyzing two CAPM Models

giving equal weight to bode and the result is a CALM-driver ROE range that compliments

the results of its DCF Model runs.16

17

18 VII. FINANCIAL RISK AND ECONOMIC ASSESSMENT ADJUSTMENTS

19 Q-

20

Has Staff discontinued the direct recognition of the financial risk and economic

assessment adjustments in its cost of equity analysis?

21

22

Yes. Staff has moved to an approach to developing its ROE recommendation that it believes

is more straight forward, conceptually sound, and simpler to understand.

23

A.

l l
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Let me say again that while Staffs recommended revenue requirement is based upon a

specific ROE recommendation, Staff also believes that defining a point-in-time specific fair

and reasonable ROE can only realistically be achieved to the point of establishing an ROE

range of reasonableness. Therefore, while Staff retains the right to evaluate and/or to argue

considerations of relevance that might support a more specifically defined ROE, Staff

generally believes that any ROE falling within die ROE range it will discuss in specific rate

case dockets would constitute an acceptable Commission decision. I will expand upon this

statement as I progress through my explanation of Staffs current approach to developing its

ROE recommendations.

Ms. Brown, please continue with your explanation of the structure and conceptual

support for Staffs current approach to developing its ROE recommendations.

In a very broad sense, there are two general steps to developing an estimate of Staffs

recommended ROE. These two steps are the use of acceptable ROE models to establish the

ROE,currency defined for and determining how to

appropriately give consideration to more specific risk factors collectively referred to as

other factors" or "more specific risk factors") not directly given attention in these models.

market-driven requirements

The ROE models referred to would include die traditionally recognized DCF and CAPM

Models and variations of assurnpdons widtlin the use of these Models. Discussions regarding

the results from such Models are placed into evidence in most rate cases for Class A and B

utilities, including the pending rate application filed by Liberty Sahuarita Sewer. Parties take

differing positions with regards to some of the assumptions to be built into these Model mms,

but Staff and Mr. Bourassa, on the part of Liberty, have already discussed these Model runs

and the assumptions made, so I will not repeat that information here. How to appropriately
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1

2

give consideration to more specific risk factors is really where Staffs current approach to

developing its recommended ROE takes a different direction

3

4 Q.

5

6

Ms. Brown, before discussing the details and reasonableness of Staffs current

approach to giving consideration to these more specie risk factors, can you identify

the type of factors to which you are referring?

7

8

9

10

Yes. The factors would include separate ROE modifiers for such things as financial risk and

the previous economic assessment adjustment. I would note that Mr. Bourassa spends

great deal of time identifying and discussing such risk factors, specifically on pages 40 dirough

42 of the cost-of-capital testimony he sponsors.

11

12

13

14

15

Mr. Bourassa then assigns a specific ROE rnodiier to some of these factors, such as his

financial risk, which results in a 40 basis point reducion in ROE, but in general he

recommends an arbitrary 100 basis point ROE upward adjustment to the Cong

all such risks he identifies and discusses. For the most part

16 Schedule D-4.1, the Model-driven results have all been and individually adjusted upward by

17 100 basis points.

18

19 Q. Does Staff believe that such other factors can exist that may not be addressed in the

20 traditionally utilized ROE Models?

21 A. Yes.

22

23 Q.

24

How does Staffs approach to giving consideration to such other  factors differ  from

the approach taken by Mr. Bourassa?

25 A.

26

A.

First, let me say that, instead of capturing ROE adders (or ROE reductions) related to diesel

factors in an arbitrary manner as In/lr. Bourassa does, Staff believes it is reasonable for die
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Commission to conclude that by using the mid-point of Staffs ROE Model results,

reasonable recognition is already being given to the collective spectrum of such other risks.

To be honest, it is a bit disingenuous to suggest to the Commission, as Mr. Bourassa has

done, that an exact 40 basis point ROE modifier is required for Sahuarita due to financial

risk. Arguably, this could require a 39 basis point reduction, a 41 basis point reduction, or a

50 basis point reduction.

Staffs point here is really not to take issue wide Mr. Bourassa's specific ROE basis point

recom m endat i ons bu t  t o  po i n t  ou t  d i r t ,  when  i t  com es t o  dev e l op i ng  an  RO E

recommendation, we are not dealing wide an exact science. Staff believes its approach is

reasonable and will probably eliminate lengthy discussions and cross examination regarding

issues without one correct answer.

Ms. Brown, before discussing Staffs specific arguments regarding the reasonableness

of accepting the mid-point of the Model-driven ROE range as a fair accommodation

of these odler risk factors, please explain how Staff believes the Commission should

view the results of the ROE range established through use of the traditional ROE

When boiled down, the argument regarding the ROE range defined through use of these

traditional ROE models is that any ROE falling within this range should be considered a

reasonable ROE for alternative investments with similar risk considerations. Or, said another

way, the lowest ROE resulting from the Model runs is just as valid or reasonable as any other

ROE point defined by these Model runs.

II
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1

2

3

4

Staff could have, but chose not to, structure its specific ROE recommendation based upon

the lowest, but still reasonable, ROE resulting from these Model runs. Further, any

movement above this low point represents an acknowledgement or concession to the other

risk factors identified and discussed by Mr. Bourassa

5

6 Q. Ms. Brown, to be clear, what was the lowest ROE resulting from the Model runs

7 made by Staff?

8 As can be seen on Staff Schedule, CSB-3, the lowest ROE is 7.6 percent resulting from the

9 CAPM Historic Market Risk Premium run.

10

11

12

13

14

15

Ms. Brown, would this be a good point to again interject that your current testimony

discussion go to how the Staffs ROE model-driven results would have been utilized

but for the secondary decision to develop Staffs revenue requirement calculation

utilizing the 9.5 percent upper end ROE of the Staff advocated ROE reasonableness

range instead of using the mid-point of this ROE reasonableness range

16 A. Yes.

17

18 Q.

19

Ms. Brown, again for clarification, if Staff had utilized the mid-point of its ROE range

to calcula te Sahuar ita 's  revenue requirement,  how much higher  would Staffs ROE

20 recommendation be above this ROE low point

21 A.

22

The ROE used in Staffs revenue requirement scheddes would have been 8.6 percent which

in essence, represents in a 100 basis point upward adjustment related to the other risk factors

23

A.
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1 Q. And, again Ms. Brown, what was the ROE adder recommended by Mr. BourassaP

2 As seen on Mr. Bourassa's Schedule D-4.1, the ROE adder recommended by Mr. Bourassa

3 was 100 basis points, before factoring in a 40 basis point reducion attributable to Mr.

4 Bourassa's financial risk arguments.

5

6 Q.

7

So, would you agree, that effectively, Staffs much simpler approach to making

reasonable accommodation for these other risk factors aligns very closely aim the

8 results recommended by Mr. Bouxassa?

9 Yes. And again, we do not want to lose sight of the fact that Mr. Bourassa's approach, while

involving a lot of detailed analysis, still relies upon some very arbitrary ROE modification

recommendations, Ag., the required financial risk Ro18 modifier is exactly minus 40 basis

points.

14 Q. Ms. Brown, are you aware of any other instances where Mr. Bourassa seems to

suggest that using an approach which gives consideration to these other risk factors is

very close to the manner being recommended by Staff?

17 Yes. In cost of capital testimony Bled in both the pending Liberty Bella Vista rate case

(Docket No. 15-0367) and in the pending Liberty Rio Rico Water and Wastewater rate cases

(Docket No. 15-0368), page 6 line 14 through page 7, line 5, Mr. Bourassa seems to suggest

that he followed an approach very similar to the approach Staff is now recominending. In

response to a question regarding the "other risk factors" he considered in determining the

appropriate ROE for these three utility divisions, Mr. Bourassa says:

"I considered explicit adjustments to my ROE estimate for these
factors and I did take them into consideration when determining
where, within the reasonableness range of analytical results iron
die DCF, CAPM, and RPM models, the required ROE for each of Me
two utilities rightfully falls." [Emphasis supplied]

Ill

A.

A.

A.
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1 Q.

2

Ms. Brown, perhaps a question at this point would be, how the application of StamPs

current approach to establishing a recommended ROE varies from utility to utility, if

3 we assume that two rate f i l ings were docketed and processed pretty much

4 simultaneously?

5 A.

6

Staffs ROE recommendations and the mid-point ROE utilized in Staffs revenue

requirement schedules would be the same for both utilities.

7

8 Q.

9

So, would that suggest that Staff has not recognized that even minor variances in the

size, structure and operating characteristics can and do exist?

10 No. Staff understands that minor differences will always exist. But the Commission should

11 a more

12

13

be unpersuaded by suggestions that detailed analysis (and Perhaps more cody

analysis) increases, to any necessary degree, the precision of the results. Staffs approach is

reasonable and is less burdened by unsubstantiated suggestions of preciseness that really do

14 not exist.

15

16 Q. Ms. Brown, I would like to return to the initial caveat you expressed on behalf of Staff

17 i.e.,

18

19
20
21
22
23
24
25
26

"Staff also believes that defining a point-in-time specific fair and
reasonable ROE can only realistically be achieved to the point of
establishing an ROE range of reasonableness. Therefore, while
Staff retains the right to evaluate and/or to argue considerations
of relevance that might support a more specifically defined
ROE, Staff generally believes that any ROE falling within the
ROE range it will discuss in specific rate case dockets would
constitute an acceptable Commission decision."

27

28

29

By this caveat is Staff suggesting that the Commission should accept its approach to

establishing an ROE but then continue to encourage parties to inteq'ect general

A.

ll
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1

2

arguments regarding the recognition of ROE adders to accommodate other general

risk factors?

3 A. No. Regulated utilities, especially smaller utilities, often raise concenis about the

4

5

complexities, cost, and lack of transparency associated wiifb the process employed to define a

range of reasonableness for ROE. Staff shares, and understands these concerns and believes

6

7

8

9

10

11

that steps to simplification should be given fair consideration. The caveat raised by Staff was

notmeant to suggest thatStaff was only interested in injecting yet another layer of complexity

into the process. Staffs intent was to acknowledge the broad discretion of the Commission

to base its final ROE decision on the full range of evidence before it. On a case-by-case

basis, any number of additional considerations, individually and collectively, could impact the

Commission's ultimate ROE decision.

12

13 Q. Thank you Ms. Brown. Are there other modifications to Staffs development of its

14 ROE recommendations that you would like to note?

15 A. Yes. Staff has incorporated in its analysis two versions of the CAPM (a model which links

16

17

18

19

the COE to risk). As discussed in Section V, the CAPM is composed of a risk free rate and a

risk premium. The risk premium is the additional return an investor is paid for assuming all

types of risk above and beyond the risk free rate, which includes financial risk and all other

compensation that was previously reflected by the economic assessment adjustment.

20

21

22

23

24

25

As shown on Schedule CSB-1, Staffs COE estimates a range from a low of 7.6 percent to a

high of 9.5 percent. Staff believes that any point within this range is reasonable. However,

Staff believes that the midpoint provides the best balance for all of the various types of risk.

Staffs methodology simplifies the COE analysis and recognizes that the Corninission could

choose to set die ROE anywhere within the Staff recommended range.

26



Direct Testimony of Cl. 11 S. Brown
Docket No. W-03718A-15-0213
Page 43

1 VIII. RATE OF RETURN RECOMMENDATION

2 Q. What overall rate of return did Staff determine for Sahuarita?

3

4

Staff determined a 8.41 percent ROR for due Company, as shown in Schedule CSB~1 and the

following table: (I/98 take/e needy Zo be juz!//ed and replawd)

5

6

7

Table 3

Weighted
CostWeight Cost

Long-term Debt
Common Equity

20.57%
79.43%

4.20%
8.60%

0.86%
6.83%

7.69%Overall ROR

8

9 Q. Does this conclude your direct testimony?

10

A.

A. Yes, it does.

I
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Sahuarita Water Company, Inc. Cost of Capital Calculation
Capital Stricture

And Weighted Average Cost of Capital
Staff Recommended and Company Proposed

[A] [3] {C]

Description Weight (%) Cost
Weighted

Cost

Staff Recommended Capital Structure

20.57%

79.43%

4.20%

9.50%

0.86%

7.55%

Debt
Common Equity
Weighted Average Cost of Capital 8.41%

Company Proposed Capital Structure

20.57%

79.43%

4.20%

10.50%

0.86%

8.34%

Debt
Common Equity
Weighted Average Cost of Capital 9.20%

[D] : [B] X [C]
Supporting Schedules: CSB-3 and CSB-4.
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Docket No. w-03718A-15-0213 Schedule CSB-4

Sahuarita Water Company, Inc. Cost of Capital Calculation

Average Capital Structure of Sample Water Utilities

[A] ] [c] VS

Debt

Common

E up Total

American States Water

California Water

Aqua America

Connecticut Water

In/Liddlesex Water

SAW Corp

York Water

38.7%

45.9%

50.3%

45.6%

44.3%

54.7%

43.4%

61.3%

54.1 %

49.7%

54.4%

55.7%

45.3%

56.6%

100.0%

100.0%

100.0%

100.0%

100.0%

100.0%

100.0%

Average Sample Water Utilities 46.1°/0 53.9% 100.0%

Sahuarita 20.57% 79.43% 100.0%

Source:

Sample Water Companies from Value Line

Com an

II



Earmngg

Per Share

Projected

Eds'

Earnings

Per Share

2005 to 2014

18ps1

Dividends

Per Share

2005 to 2014

Das'

Dividends

Per Share

Projected

Das*Company

11.6%

5.0%

8.9%

5.20 o

4.5%

6.5%

5.40 0

6.6%

3.2%

3.6%

N A

5.30 0

6.4%

1.4%

7.8%

1.9%

1.4%

3.9%

3.9%

6.7%

83%

9.7%

5.2%

28%

1.3%

6.7%

American States Water

California Water

Aqua America

Connecticut Water

Middlesex Water

SAW Corp

York Water

8.50 0

6.10 0

5.7%3.8% 7.1% 5.1%Average Sample Water Utilities

Docket No. w-03718A-15-0213 Schedule CSB~5

Sahuarita Water Company, Inc. Cost of Capital Calculation

Growth in Earnings and Dividends
Sample Water Utilities

[B] [D] [E]

1 Value Line

Ill
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Sahuarita Water Company, Inc. Cost of Capital Calculation

Sustainable Growth

Sample Water Utilities

[A] [8]

Retention Retention

Growth Growth

2005 to 2014 Projected

Q;

Stock

Financing

Sustainable

Growth

2005 to 2014

Br + vs

Sustainable

Growth

Projected

Br + vsCompany

7.0%American States Water
California Water
Aqua America
Connecticut Water
Middlesex Water
SAW Corp
York Water

4.6%

2.9%

4.3%

2.3%

1.6%

4.0%

2.4%

4.2%

3.8%

Average Sample Water Utilities 3.1% 4.9% 6.3%

Value Line
Value Line
Value Line, Yahoo Finance, and Form 10-Ks filed with the Securities and Exchange Commission (http://vvvvvv.sec.gov/)

[B]=
[C] :

[D] :
[E] :

[F]:

[B] + [D]
[C] + [D]

l l



Spot P11106

11/4/2015 Va/ue Line

Beta

8

Raw

Beta

bow

0.52

Met To

Book

3.0

1.7

3.1

1.8

2.0

1.8

Company

American States Water

Califomla Water

Aqua America

Connecticut Water

Middlesex Water

SAW Corp

York Water

Symbol
AIR
CWT
WAR
CTWS
MSEX

SAW
YO RW

40.89

22.67

29.26

36.76

25.24

31.21

23.04

0.70

0.75

0.75

0.65

0.75

0.75

0.75

Book Value

13.72

13.28

9.39

20.87

12.48

17.05

8.59

0.60

0.60

0.45

0.60

0.60

0.60

2.3Average 0.73 0.57

Docket No. w-03718A-15-0213 Schedule CSB-7

Sahuarita Water Company, Inc. Cost of Capital Calculation

Selected Financial Data of Sample Water Utilities

[C] 03] [E] [Fl [G]

[C]: Msn Money
[D]: Value Line
[Er [C] / [D]
[F]: Value Line
[G]. (-0.35 + [FD / 0.67



gDescription

DPS Growth Histoncall

DPS Growth - Projectedl

EPS Growth - Histonfal*

EPS Growth Projectedl

Sustainable Growth - Historical2

Sustainable Growdx .. Projectedz

3.80 O

5.70 0

7.1%

5.10 o

4.90 O

6.30 0

5.5%Average

I

Docket No. w-03718A-15-0213

Sahuarita Water Company, Inc. Cost of Capital Calculation
Calculation of Expected Infinite Annual Growth in Dividends

Sample Water Utilities

[A]

1 Schedule CSB-5
2 Schedule CSB-6



dod,

Projected Dividends? (Stage 1 growth)

(Q)
ds

Comuanv

d_,
American States Water
California Water
Aqua America
Connecticut Water
la/Iiddlesex Water
SAW Corp
York Water

Current Met.

Price (PM

11/4/2015

40.9

22.7

29.3

36.8

25.2

31.2

23.0 0.60 0.63 0.67 0.70

Stage 2 growths

(88 >

Equity Cost
Estimate

6.4% 8.6%

6.4% 9.3%

6.4% 8.8%

6.4% 9.3%
6.4% 9.4%
6.4% 8.9%
6.4% 9.0%

0.90 0.95 1.00 1.05
0.67 0.71 0.75 0.79
0,70 0.74 0.78 0,82

1.201.08 1.14 1.27
0.77 0,81 0.86 0.90
0.78 0.83 0.87 0.92

l
4

Docket No. W-03718A-15-0213
Schedule CSB-9

\v

Sahuarita Water Company, Inc. Cost of Capital Calculation

Mu1ti» Stage DCF Estimates

Sample Water Utilities

[A] FB] [C] [D] [18] [G]

n Average 9.0%
PT

n D,_
(1+ K)'

+ D"(1+8")
K - 8 ,

1
(1+K)

Where : 11,
D I

K

n

Dr
8"

= current stock price

= dividends expected during stage 1

= cost of equity

= years of non - constant growth

= dividend expected in year n

= constant rate ofgrovvth expected after year n

1 [B] sea Schedule CSB-T

2 Derived from Value Line Information

3 Average annual growth in GDP 1929 - 2012 in current dollars.

4 Internal Rate of Return of Projected Dividends



Sahuarita Water Company, Inc. Cost of Capital Calculation
Capitalization

Annual interestInterest Rate

Amount outstanding
as 0f12/31/2014

Percentage Qr
Capital Stricture

420% $
Long-Term Debt

WIFA Loan $597,693 2,326>035

97,693 3as 2,?26,035Long-Term Debt 20.570 O

0.000 0Short-Tenn Debt 38

Total Debt 4.20% $ 20.57%97,693 3

3

2,326>035

8,982,660Common Equity

Common Shares Outstanding

Paid in Capital

Retained Earnings

79.43%35 8,982,660Total Common Equity

11,308,695 100.00%tTotal Capitalization

I

Docket No. W-03718A-15-0213 Schedule CSB-10
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EXECUTIVE SUMMARY
SAHUARITA WATER COMPANY, LLC

DOCKET NO. W-03718A-15-0213

Sahuarita Water Company, LLC ("SEC" or "Company") is an Arizona Limited Liability
Company engaged in the business of providing water utility services in Sahuarita, Arizona. The
Company served approximately 5,500 customers during the test year ended December 31, 2014
The Comp-any's original Certificate of Convenience and Necessity Application
Decision No. 59431 dated December 28, 1995. The Company's current authorized rates and
charges were determined in Decision No.72177 dated February 11, 2011.

RATE APPLICATION:

The Company proposes an increase of 3£332,734, or 11.49 percent, over test year revenue of
$2,896,746 to 33,229,480 The Company's proposal results in operating income of $855,419 for a
9.20 percent rate of return on its proposed original cost rate base ("OCR8") of $9,298,032

Staff recommends rates that would increase operating revenue by $70,562, or 2.44 percent
over test year revenue of $2,896,746 to $2,967,308 resulting in operating income of $738,256 for an
8.41 percent rate of return. Staff recommends an OCRB of $8,778,456

CENTRAL ARIZONA GROUND WATER REPLENISHMENT DISTRICT (¢ ccAGRDa>)

Staff recommerids that the Company continue the CAGRD adjustor mechanism authorized
in Decision No. 72177 dated February 11, 2011.

ll
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1 INTRODUCTION

2 Q. Please state your name, occupation, and business address.

3

4 o r

5

My name is Teresa B. Hunsaker. I am a Public Utilities Analyst III employed by the Arizona

Corporation Commission ("ACC" "Commission") in the Utilities Division ("Statlt"'). My

business address is 1200 West Washington Street, Phoenix, Arizona 85007.

6

7 Q. Briefly describe your responsibilities as a Public Utilities Analyst.

8 Public Utilities Analyst I analyze and accounting, financial,

9

In my capacity as a examine

statistical and other information included in utility rate, financing and other applications. In

10

11

12

addition, I prepare written reports based cm my analyses and present Staffs recommendations

to the Commission on utility revenue requirements, rate design and other issues. I am also

responsible for testifying at formal hearings on these matters.

13

14 Q. Please describe your educational background and professional experience.

15 A. I received a Bachelor of Science Degree in Accounting from the University of Nevada, Las

16

17

Vegas and an Associate Degree in Business Management from Clark County Community

attended the National Association of Regulatory Utility Commissioners

18

College. I have

("NARUC") Utilities Rate School which presents general regulatory and business issues. I

19 joined the Commission as a Public Utilities Analyst in October of 2013. Prior to employment

20 with the Commission, I worked in several different accounting and auditing positions for

21 more than 25 years.

22

23 Q. What is the scope of your testimony in this case?

24

25

I am presenting Staffs analysis and recommendations regarding Sahuarita Water Company,

LLC's ("SaY/C" "Colnpany") application for a permanent increase in its rates and chargesOI

26

A.

A.

A.

for water uti l i ty serv ice within Pima County, Arizona. 1 am presenting testimony and
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1 schedules addressing rate base, operating revenues and expenses, revenue requirement, and

2 will file additional direct tesdrnony regarding rate design later. Staff witness, Ms. Crystal

3

4

Brown, is presenting Staffs cost of capital analysis. Mr. Michael Thompson is presenting

Staffs engineering analysis and related recommendations.

5

6 • What is the basis of your testimony in Alis case?

7

8

I performed a regulatory audit of the Company's application and records. The regulatory

audit consisted of examining and testing financial information, accounting records, and other

9 supporting documentation that the accounting principles applied

10

and verifying were in

accordance with the Commission-adopted NARUC Uniform System of Accounts ("USOA")

11

12 BACKGROUND

13 Q. Please review the background of this application.

14 A.

15

16

17

18

19

The Company is an Arizona Limited Liability Company ("LLC") engaged in the business of

providing water utility services in Sahuaiita, Arizona, The Company served approxirnatel

5,500 customers during the test year ended December 31, 2014. The Company's original

Certificate of Convenience and Necessity application was approved in Decision No. 59431

dated December 28, 1995. The Company's current authorized rates and charges were

determined in Decision No. 72177 dated February 11, 2011.

20

21
• Why did the Company f ile this rate case?

22 Pursuant to Decision No. 74389, the Company was ordered to File a permanent rate case

23 application by no later dual June 30, 2015, using a 2014 calendar year test year

A.

A.

Q

Q

I I
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1 CONSUMER SERVICES

2 Q.

3

4

Please provide a  br ief history of customer  complaints received by the Commission

regarding the Company. Addit iona lly,  please discuss  customer  responses  to the

Company's proposed rate increase.

5 A. A review of due Commission's Consumer Services database for do Company f rom January 1,

6

7

8

9

2012, to November 23, 2015, revealed the following:

2012 through 2014 - Zero complaints, inquiries and opinions.

2015 - Two complaints (two disconnect/terminadon) and zero opinions.

All complaints and inquiries have been resolved and closed.

10

11 COMPLIANCE

12 Q. Please provide a summary of the compliance status of the Company.

13 A check of the ACC's Compliance database indicates that there are currency no delinquencies

14 for the Company.

15

16

17 Q.

SUMMARYOF FILING, RECOMMENDATIONS, AND ADJUSTMENTS

Please summarize the Company's proposals in this filing.

18 The Company proposes an increase of $332>'/34, or 11.49 percent, over test year revenue of

$2,896,746, to $3,229,480 The Company's proposal results in operating income of $855,419

for a 9.20 percent rate of  return on i ts proposed original cost rate base ("OCRB") of

39,298,032

23 Q. Please summarize Staffs recommendations.

24 Staff recommends rates that would increase operating revenue by $70,562: or 2.44 percent

over test year revenue of $2,896,746 to $2,967,308 resiting in operating income of $738,256

for an 8.41 percent rate of return. Staff recommends an OCRB of $8,778,456

lll\ll

A.

A.

A.
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\

1 Q. What test year did the Company use in this filing?

2 A. The Colnpany's rate Being is based on the twelve months ended December 31, 2014 ("test

3 Year} :

4

5 Q. Please summarize the rate base adjustments addressed in your testimony

6 My testimony addresses the following issues:

7

8 Plant Reclassifications This adjusnrnent reclassifies Water Treatment Equipment and

9 Distribution Reservoirs and Standpipes to the plant sub-categories.

10

11 Plant Retirement - This adjustment decreases Plant in Service by $575,005 due to retirement

12 of mc original arsenic absorption media investment.

13

14

15

Post-Test Year Plant -- This adjustment decreases Plant in Service by $1,650 due to the cost

of the arsenic absorption media regeneration being lower that originally estimated

16

17

18

Accumulated Depreciation.- 'Huts adjustment decreases accumulated depreciation by $57,079

based upon the adjustirnents Staffmade to Plant in Service.

19

20 Q. Please summarize the operating revenue and expense adjustments addressed in your

21 testimony.

22 My tesdrnony addresses the following issues:

23

24 Expenses Reclassification This adjustment reclassifies expenses from repairs and

25 maintenance for water testing of $6,584 and contractual service

26 contractual services .-- water testing.

A.

A.

Ill
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1 Contractual Services Other Expense This adjustment decreases contractual services

2 other expense by $9,983 to reclassify workman's compensation to management fees.

3

4 Management Fees Expense This adjustment decreases Management <§e1;vices by $28,894 to

5

6

remove expenses attributable to 2013 dart were recorded and paid in the test year, employee

bonuses with payroll taxes for non-dedicated and dedicated employees, and to include the

7 reclassification of the workman's compensation from contractual services other expenses.

8

9 Water Testing Expense __ This adjustment increases water testing expense by $1,030 to reflect

10 Staffs Engineer's recommended annual water testing costs.

11

12 Rate Case Expense - This adjustment decreases rate case expense by $20,000 to reflect StafFs

13 normalization over 5 years.

14

15

16

Depreciation Expo_nse - This adjustment decreases depreciation expense by $43,225 to reflect

application of Staffs recommended depreciation rates to Staff recommended plant amounts.

17

18

19

Property Tax Expense _. This adjustment has no increase to the adjusted property taxes to

Staffs adjusted test year revenues. However, Mere is an increase due to 'Staffs recommended

20 revenues requirement.

21

22

23

24

Income Ta_x Expense - This adjustment increases income tax expense by $17,532 to reflect

application of due Company's income tax rates as provided on the Company's Schedule C-3,

Page 2 for dis LLC to Staffs adjusted test year taxable income.

25
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* .

1 RATE BASE

2 Fair Va/ue Rafe Base

3 Q.

4

Did the Company prepare a schedule showing the elements of Reconstruction Cost

New Rate Base?

5 No. The Company's filing treats the OCRB the same as the Fair Value Rate Base ("FvRB=>)

6

7 Rate Bale _fzwwzagl

8 Q. Please summarize Staffs adjustments to the Company's rate base shown on

Schedules TBH-3 and TBH-4.9

10 A.

11

12

13

Staffs adjustments to the Company's rate base resulted in a net decrease of 8519,577, from

89,2980032 to $8,778,456 This net decrease was pNrnaNly due to: (1) reclassification of water

treatment equipment and distribution reservoirs and standpipes, (2) the retirement of the

original arsenic absorption media, and la) an adjustment to accumulated depreciation

14

15 Rafe Bare A¢zuz'me/if No. 7 - P/ant R66/ar.fg}9¢az'i0n

16 Q. Did Staff reclassify plant to the appropriate classifications?

17

18

A. Yes, Staff reclassified and moved $2,001,053 from Water Treatment Equipment in Acct. No

320 to the appropriate sub-accounts of Water Treatment Equipment into Acct. No. 320.1 in

19 the amount of $1,379,561 Solution Chemical Feeders into Acct. No. 320.2 into due amount

20

21

22

23

24

of 346,479 and Arsenic Media into Acct. No. 320.3 in the amount of $575>005, as shown on

Schedule TBH-5. Staff reclassified and moved $1,848,872 from Distribution Reservoirs and

Standpipes in Acct. No. 330 to the appropriate sub-accounts of Storage Tanks into Acct. No

330.1 in the amount of $1,811,998 and Pressure Tanks into Acct. No. 330.2 in the amount of

$36,874, as shown on Schedule TBH-5.

25

A.

11111-1
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1 Q What is Staffs recommendation?

Staff recommends the reclassification of plant to the appropriate classifications, as shown on

Schedules TBH-4 and TBH-5.

5 Rate Base Adjwiweni No. 2 -- P/ant Refirewenf

6 Q Did Staff make an adjustment for arsenic absorption media included in Water

Treatment Plant Equipment?

Yes. Staff identified $575,005 in arsenic absorption media that was misclassified to Water

Treatment Plant as shown in Rate Base Adjustment No. 1 on Schedules TBH-4 and TBH-5.

11 Q. Did Staff determine that this plant should have been retired?

Yes. Staff reviewed die invoices and expenses from the last rate case to the current period

and found that the original batches of arsenic absorption media have since been replaced or

regenerated. Therefore, Staff determined that the Company should have retired the original

arsenic absorption media investment when the Company began regenerating or replacing the

arsenic absorption media.

18 Q What is Staffs recommendation?

Staff recommends decreasing plant in service account 320.3 arsenic absorption media by

$575,005, as shown on Schedules TBH-4 and TBH-6.

Rafe Base A.4ijMrz'we1zz' No. 3 - Pox! -Test Year P/ant

23 Q Did Staff make an adjustment to the post-test year plant additions requested by the

Company?

Yes. Staff adjusted the post-test year plant for the arsenic absorption media plant additions

of $152,307 to die actual expense of $150,657 resulting in a net decrease of$1,650.

ll\l III l l
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1 Q. What is Staffs recommendation?

2 A. Staff recommends decreasing plant in service account 320.3 arsenic absorption media by

3 31,650, as shown on Schedules TBH-4 and TBH-7.

4

5 Rafe Bam Aajizfi/nent No. 4 .-. Avow/afed Dcpretiatiofz

6 Q. Did Staff make an adjustment to accumulated depreciation

7 Yes. Staff adjusted accumulated depreciation to reflect the application of depreciation to the

8 Staff-recommended plant balances .

9

10 Q. What is Staffs recommendation?

11 A. Staff recommends decreasing accumulated depreciation by $57,079, from $6,309,380 to

12 $6,252,301, as shown on Schedules TBI-I-4 and TBH-8

13

14 OPERATING INCOME

15 Operating /nave Szzffzffzagf

16 Q. What are the results of StamPs analysis of test year revenues, expenses, and operating

17 income?

18

19

20

Staffs analysis resulted in test year operating revenues of $2,896,746, adjusted operating

expenses of $2,215,202 and adjusted operating income of $681,544, as shown on Schedules

T8H-10 and TBH-11. Staff made nine eight adjustments to operating expenses

21

22 0P87w/£81g /n60w6 /ldjizftwent No. 1 - E>gz>eme.t Ref/a,r.f9'Z¢alz.0l1

23 Q . Did Staff  make an adjustment for repairs and maintenance expense

24

25

A. Yes. Staff decreased repairs and maintenance expense by 356,584 due to the Company

inadvertency classifying water testing expenses in that account

26

A.

A.

1-11
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1 Q. Did Staff make an adjustment for contract services - other expense?

2 Yes. Staff decreased contract services other expense by 31,020 due to die Company

3 inadvertently classifying water testing expenses in that account.

4

5 Q- What is Staffs recommendation?

6

7

8

Staff recommends decreasing repairs and maintenance expense by $6,584 and contract

services - other expense by $1,020 and reclassifying 37,604 to contractual services - water

testing, as shown on Schedules TBH-11 and TBH-12.

9

10 Operatifgg /72607776 Ad /ft/wzefzl No. 2 - Contractual .farvivef ._ Other Expefue

11 Q. Did Staff make an adjustment for contractual services - other expense?

12 A. Yes. Staff decreased contractual services odder expense by 39,983 due to reclassifying

13 workman's COMt'» e1'1§21'ir\n in top af'nn111'a+ nr 'Ito 092 +A management fees m Acct No 634

14

15 Q . What is Staffs recommendation?

16 A.

17

Staff recommends decreasing contractual services _ other expense by $9,981 as shown on

Schedules TBH-11 and TBH-13.

18

19 Operafzhg Inccwze Adpzffwenf No. 3 - Management! Fee; Elene

20 Q. Did Staff make an adjustment for management fees expense?

21

22

23

24

25

A. Yes. Staff decreased the management fees expense paid to Rancho Sahuarita Management

Company ("RSMC") by $28,894 due to removal  of  the management fees expenses

attributable to 2013 drat were recorded and paid in due test year in Me amount of 317/407,

removal of the employee bonuses for both non-dedicated and dedicated contract employees

in the amount of $21,470, and the addition of the reclassification of work;tnan's compensation

Ill\

A.

A.
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1 in the amount of $9,983. RSMC has steadily increased the salaries of the contract employees

2 over the years as their duties and responsibilities have changed.

3

4 Q. Why did Staff make this adjustment to contract employee bonuses?

5 A. Paying bonuses to non-dedicated and dedicated contract employees covered by RSMC is not

6 necessary to the provision of water services.

7

8 Q. What is Staffs recommendation?

9 Staff recommends decreasing management fees expense by $28,894, as shown on Schedules

10 TBH-11 and IBH44.

11

12 Operating /n507n6 Aa_Qkz.fz'#zenz' No. 4 .-. Wafer Telling E>qI>ense

13 Q. Did Staff make an adjustment for water testing expense?

14 Yes. Staff increased water testing expense by $1,030.

15

16 Q. Why did Staff make this adjustment?

17

18

Staff increased water testing expense based on the determination contained in the Staff

Engineering Report on Table M.

19

20 Q. What is Staffs recommendation?

21

22

Staff recommends increasing water testing expense by 3$1,030, from $12,945 lefter Staffs

adjustments to water testing) to $13,975, as shown on Schedules TBH-11 and TBI-I-15

23

A.

A.

A.

A.

ll
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I

1 0P6rat2.n8 /n60we Aajkufwenf No. 5 - Rafe Cafe E>g!>enJfe

2 Q. What did the Company propose for rate case expense?

3 A.

A
q.

The Company proposed annual rate case expense of $50,000, calculated by norm ing the

anticipated total expense of $250,000 over 5 years.

5

6 Q. Did Staff make an adjustment to expected level rate case expense that should be

7 recovered from ratepayers?

8 A. Yes.

9

10 Q. Why did Staff make this adjustment?

11 A. The Company's anticipated total cost of $250,000iwas equivalent to the level of costs

12 incurred to process the previous SEC rate case. However, Staff determined that the

13 Company's present rate case is less complex than the last rate case. Therefore, Staff reduced

14 the total rate case expense to $150,000 to be normalized over a 5 year period.

15

16 Q. What is Staffs recommendation?

17 A. Staff recommends decreasing annual rate case expense by i£20,000, from $50,000 to $30,000,

18 as shown on Schedules TBH-11 and TBI-I-16, to reflect normalization over 5 years.

19

20 Qperatifgg Dw0777e Ad/1Jfl/tzzznt No. 7 - Depreciation Expense

21 Q. Did Staff make an adjustment to depreciation expense?

22 Yes . As a result of adjustments made to plant in service, Staff also adjusted the associated

23 depreciation expense.

24

A.



Direct Testimony of " ,sa B. Hunsaker
Docket No. W-03718A-15-0213
Page 12

1 'What is Staffs recommendation?

2

Q-

A. Staffs adjustment decreases depreciation expense by $43,225, from $721,109 to

3 $677,884. Please see Schedules TBH-11 and TBI-I-18 for Staffs calculation.

4

5 Operating Dw0772e Ac iuiwenl No. 8 .-- Prqberiy Tax E>g>en.re

6 Q . Did Staff  make an adjustment to test year Property Tax Expense?

7

8

9

A. No. There is no adjustment to property taxes based on Staffs adjusted test year revenue

However, there is an increase due to Staffs recommended revenue requirement. Property tax

expenses for the test year and recommended revenues are shown on Schedules TBH-11 and

TBH-19.10

11

12 Operating /n60w6 Aajizstwent No. 9 - 1n6w726 Tax E>§DenJe

13 Q . Did Staff  make an adjustment to test year Income Tax Expense?

14

15

16

A. Yes. Staff applied the Company's income tax rates as provided on the Company's Schedule

C-3, Page 2 for this LLC to Staffs adjusted test year taxable income. Income fax expenses

for the test year and recommended revenues are shown on Schedules TBI-I-11 and TBH-20

17

18 Q. Does this conclude your direct testimony?

19 A. Yes, it does.

I



LINE
NO. DESCRIPTION

[A I
]

COMPANY
ORIGINAL

COST

STAFF
ORIGINAL

COST

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31. 2014

Schedule TBH--1

REVENUE REQUIREMENT

Adjusted Rate Base $9>298,032 38,778,456

Adjusted Operating Income (Lossy $598,003 $681,544

Current Rate of Return (LZ /Ll ) 6.43% 7.76%

Required Rate of Return 9.20% 8.41%

Required Operating Income (LE * L11 $855,419 $738,256

Operating Income Deficiency (L5 - LZ) $257,416 $56,713

7 Gross Revenue Conversion Factor 1.2926 1 .2442

8 Required Revenue Increase ILL * L6) $332,734 $70,562

9 Adjusted Test Year Revenue 32,896,746 32,896,746

1 0 Proposed Annual Revenue (LB + LE) $3,229,480 $2,967,308

11 Required Increase in Revenue (%) 11.49% 2.44%

References

Column [AL: Company Schedule B-1

Column [Elf Staff Schedules  OCR8,  GRCF,  TYOI & COC



Test Year Staff Recommended

Total Wfater Tore] Water

$L896,746
2,094,972

75,495

$1896,746
2,094,972

75,495

$2,967,308
L096,229

75,495

$2,967,308
2,096,229

75,495

$ 726,279
2.7401 /

s 726,279
2.7401 /

s 795,584
2.8592 /

s 795,584
Z8592/

s
5

s

19,901
706,379

14.2034 /
100,330

100,330s

$
s

19,901
706,379

14.2034 /
al 100,330

s 100.330

$
s

$5

z2,747
772,836

15.7598 /
121,797

s 121,797

s
s

s

22,747
77L836

15.7598 /
121,797

s 121,797

120,232 s 120,232 s 144,546 s 144,546

Wastewater
$0

0.0000 /

Water
$8,778,456

0.8600 /
$0 $75,495

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A»15~02L3
Tea! Year December 31, 2014

Schedule TBH» Z

G R O SS R E VE N U E  C O N VE R SI O N  F AC TO R

[9Line
No. Description

1
2
3
4

5
6

Calmlalion ofGrv:J' Rue#/m Can//crrion Farlqr:

Revenue

Uncollectible Factor (Line 11)
Revenues (Ll LZ)

Combined Federal and State Income Tax and Property Tax Rate (L23)
Subtohll(LE - LE)
Revenue Conversion Factor (Ll / IN)

100.0000%
0.0000%

100.0000"/o
19.6267"A
80.3733'%
1.244194

100.0000%
18.1684
81.8316%
0.0000%

7
8

9
10
11

Cala1Mi/m Ar' Unrollzrtible Farrar
Unity

Combined Federal :Md State Tax Rate (LI7)
One Minus Combined Income Tax Rate (L7 - LS)
Uncollectible Rate
Uncollectible Factor (LE * L10)

0.0000%

100.0000%
2.8592%

97.x408%
15.75980/0
15,3092"A

12
13
14
15
16
17

Cola/[aNonof'EY7?M1»e Tau: Rota

Operating Income Before Taxes (Arizona Taxable Income)
Arizona State Income Tax Rate
Federal Taxable Income (L12 - L13)
Applicable Federal Income Tax Rate (L55 Col p)
Effective Federal Income Tax Rate (L14 * LIS)

Combined Federal and State Income Tax Rate (L13 +L!6l
18.1684%

100.0000%
18.16S4%
81.S316°/z
L7821 %

1.4583%

18
19
20
21
ZN

23

Calrzrblion qf E#2tIi1»e Pmz>e11vTax ,Farrar

U n i t y

Combined Federal and State Income Tax Rate (L17)
One Minus Combined Income Tax Rate (L18 L19)
Property Tax Factor
Effective Property Tax Factor (L20 * L21)
Combined Federal and Stare Income Tax and Property Tax Rare (L17 + L22)

19 .6267"/0

738.256
681544

ZN
25
26

Required Operating Income (Schedule TBH-1, LE)
Adjusted Test Year Operating Income (Loss) (Schedule TBI-II0, 1.32)
Required Increase in Operating Income (L24 » L25) 3 56,713

27
28
29

Income Taxes on Recommended Revenue (Col. [11], 1.52)
Income Taxes on Test Year Revenue (CoL lo, L52)

Required Increase in Revenue to Provide For Income Taxes (LZT - 1.28)

120.152

$ 24,314

2967308
0.0000%

$0

50
31
32
33

34

Recommended Revenue Requirement (Schedule TBH-1, L10)
Uncolle::tib\e Rate (Ll0)
Uncollectible Expense on Recommended Revenue (L24 ' L25)
Adjusted Test Year Uncollectible Expense

Required Increase in Revenue to Provide for Uncollectible Exp.
$0

$155,820
$154,562

35
36
37

Property Tax wide RecommendedRevenue(Schedule TBH-19, L19)
Property Tax on Test Year Revenue (Schedule TBH-19, L20)
Increase in Property Tax Due to Increase in Revenue 11.35 - L36) (Schedule TBH49, L21)

5

38 Total Required Increase in Revenue (L26 + 129 + L34 +L37)
$82,285

rB (O

Calm/[ation affnrnme Tax'
Revenue
Operating Expenses Excluding Income Taxes
Synchronized kxterest (L47)
Arizona Taxable Income (L39 - IAO - L41)
Arizona She Effective Income Tax Rate (see Company Schedule 03, Page 2)
Arizona Income Tax (L42 * IS)
Federal Taxable Income (L42 - L44)
Federal Tax Rate (see Company Schedule C~3, Page 2)

Federal Tax

39
40
41
42

43
44
45
46
47
CB
49

50
51
52
53
54

Total Federal Income Tax
Combined Federal :Md State Income Tax (L35 + LA2)

32.3028°A
55
56

57

COMIBlNEDApplicable Federal Income Tax Rate [Col. ID), L53 - Col [A], L53] / [Col. (131, L45 » Col [AL L49
Applicable FederalIncomeTax Rate [Col. [17], L53 - Col. [C], L53] / [CoL lF], IS - Col. [C., IS]
Applicable State Income Tax Rare [Col IF], L44 »  Col. sq, IAN] / [Col [FL lAw - Col 1C]> ILA]

323028°A
41073°A

58

59
60

Cezfmézriorf affrfterert §vnr}1r0n::§ari0rr:

Rate Base

Weighted Average Cost of Debt

Synchronized Interest (L59 * L60)

I

ll



RATE BASE - ORIGINAL COST/FAIR VALUE

LINE
NO. DESCRIPTION

A »

REF

[c
COMPANY

AS
FILED

STAFF
ADIUSTMIENTS

STAFF
AS

ADIUSTED

SAHUARITA WATER COMPANY LLC
DocketNo. w-03718A_15_0213
Test Year December 31,2014

Schedule TBH-3

1
2
3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service

$27,468,728

6,309,380

3521,159,348

($576,655) 1,2,3

(57,079) 4

(519,576)

326,892,073

6,252,301

$20,639,772

LESS

4 Net Contribution in Aid-of Construction (CIAC) $6,335,865 $0 $6,335>865

5 Advances in Aid of Constnlction (AIAC) 5,189,497 0 5,189,497

6 Customer Deposits 52,876 0 52,876

7 Deferred Income Tax Credits 283>077 0 283,077

Total Deductions $11,861,315 $0 $11,861,315

8

ADD:
Unamortized Finance Charges $0 350 30

9 Deferred Tax Assets 0 0 0

10 Allowance for Working Capital 0 0 0

11 Rounding (1) 0 (1)

Total Additions (W 350 (351)

12 Original Cost Rate Base $9,298,032 (519,576) $8,778,456

References:
Column [A]: Company Schedule B-1
Column 181: Schedule TBI-I-4
Column [CI: Column [A] + Column [B]

I'll ll



A |• I G

COMPANY
AS FILED

Plant Redass

ADI No. 1

Plant Retirement

ADI No. 2

Post~Test Year
ADI No. 3

Acc um. Dap.
AD] No. 4

Not Used
ADI No 5

STAFF
ADTUSTED

Rel? Sch TBH 5 Rel Sch TBH 6 Rel Sch TBH,7 Rel Sch TBH 8 Rel Sch TBH9
DESCRIPTION

ACCT.
NO.

LINE
NO.

ScheduleA DI No .
TBI-I~5
TBH 6
TBH»7
TBH 8
TBH-9

1
2

3
4

5

F

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

Schedule T 8 H - 4

9 SUMMARY OF ORIGINAL COST RATE BASE ADJUSTMENTS

1

2

3
4

5

6
7

8

9
10

$7
352403

13,636

2.142.644
549.708

195.407
0

379.569

46.479
150.657

0
1.811.998

36.874
13.281.053

2,256,719
489.172

732,251

122_607

139.706
0

$0

0

0
0

0
0

0

0

0
0

0
0

0
0

0
0

0
0

0
0

0

0
0

0
0

0
0

0
0
0

577.721

11
12

13

14

15
16
17

18

19
20

21
22

23

24
25
26
27
28
29

p l  4 n T In  S E R V IC E :

301 Organization Costs

302 Franchise Costs
303 Land 8: Land Rights

304 Structures & Improvements
307 Wells & Springs

310 Power Generation Equipment

311 Electric Pumping Equipment

320 Water Treatment Equipment
320.1 Water Treatment Plants

320.2 Solutions 8: Feeders

320.3 Arsenic Media
330 Distribution Reservoirs 8: Standpipes

330.1 Storage Tank
330.2 Pressure Tanks

331 Transmission & Distribution Mains

333 Services
334 Meters & Meter Installations

335 Hydrants
336 Backflow Prevention Devices

339 Other Plant 8: Misc. Equip.

340 Office Furniture & Fixtures

340.1 Computer & SOftware
341 Transportation Equipment
342 Store Equipment

343 Tools & W ork Equipment
344 Laboratory Equipment
345 Power Operated Equipment
345 Communications Equipment

347 Miscellaneous Equipment
348 Other Intangibles

$7,541

352,403
13,636

401,832

2>142,644

549,708
195,407

2,001,053

0
0

152,307

1,848,872
0

0
13,281,053

2,256,719
1,489,172

732,251
1,660

0

160,855

122,607
139,706

0

37,840
132

0
577,721

695
1,002,914

$0

0

0
0

0

0
0

12,001 ,053)

1,379,569
46,479

575,005
(1,848:872)

1,811 ,998

36,874
0

0
0

0
0

0

0
0

0
0

0
0
0
0

0
0

$0
0

0
0

0
0

0

0

0
0

(575,005)
0

0
0

0
0

0
0

0

0
0

0
0

0

0
0
0
0

0
0

$0
0
0

0
0

0

0

0
0

0
(1,650)

0

0
0

0
0

0

0
0
0

0

0
0

0
0

0
0
0

0
0

$0
0
0

0
0

0

0

0

0
0

0
0

0
0
0

0

0
0
0

0

0

0
0

0
0

0
0
0

0
0 002.914

30
31
32

Gross Utility Plant in Service
Less; Accumulated Depreciation
Net Utility Plant in Service (L29 - L30)

$277468,728
6,309,380

$21,159,348

$0
0

$0

($575,605>
0

($575,005)

(81,650)
0

@1 ,650)

$0
(57,079)

$57,079

$0
0
$0

$26,892,073

6,252,301
$200639,772

33
34
35
36
37
38
39

D E D U C T ION S
Contributions in Aid of Construct ion (CIAC)
Less: Accumulated Amortization

Net CIAC (L32 - L33)
Advances m Aid of Construction (AIAC)
Customer Meter Deposits
Deferred Income Tax Credits
Total Deductions

$7,712,717
1,376,852

$6,335,865
5,189,497

52,876
283,077

311,861315

$0

9
$0
0

0
0

$0

$0
0

$0
0

0
0

$0

$0

0

$0

0

0

0

$80

$0

0

$0

0

0

0

580

$0
0

$0
0

0

0

$0

$7,712,717

1j76,852
$6,335,865

5 189_497
52_876

283_077
$11 .861 .315

$0
0

0

40
41
42
43
44

A D D I T I O N S ;
Unamortized Finance Charges
Deferred Tax Assets
Allowance for Working Capital
Round ing
Total Addit ions

$0

0

0

(1)

(my

$0
0

0
0

S0

$0
0
0

_ 0
$0

$0
0

0
0

$0

$0
0

0
0

$0 $0

45 ORIGINAL COST RATE BASE $9,298,032 $0 ($575,005) (81,650) $57,079 $0 88,778,456

I ll



RATE BASE ADJUSTMENT NO. 1 - Plant Reclassification

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

Schedule TBH-5

tBs

NO.

2
3
4
5

DESCRIPTION
Water Treatment Equipment
Water Treatment Plants
Solutions & Feeders
Arsenic Media

Distribution Reservoirs & Standpipes
Storage Tank
Pressure Tanks

[A]
CQMPANY
AS FILED

32,001,053
0

0

152,307

1,848,872

0
0

ADIUSTMQENT

($2,001,053)

1,379,569

46,479

575,005

(1,848,872)

1,811,998

36,874

[C]
STAFF

ADJUSTED

$0
1,379,569

46,479
727,312

0
1,811,998

36,874

REFERENCES:
Column [AL: Company Schedule B-2
Column [B]: Testimony TBI-I
Column [CI: Column [A] + Column [B]



RATE BASE AD USTMENT no. 2 .. Plant Retirement

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

[B]
LINE
NO.

1
2

DESCRIPTION

Arsenic Media Retirement (original)
Total

[A]
COMPANY
AS FILED

$0
$0

ADIUSTIWENT
(3$575,005l
($575,005l

ADJUSTED

REFERENCES:
Column [A]: Company Schedule 8-2
Column 181: Testimony TBH
Column [CI: Column [A] + Column [B]

Ill



RATE BASE ADJUSTMENT no. 3 .. Post-Test Year Plant

SAHUARITA WATER COMPANY LLC
DocketNo. W-03718A-15-0213
Test Year December31, 2014

Schedule TBH-7

[B]
LINE
NO.

1
DESCRIPTION
Arsenic Media Retirement (regeneration)

[AJ
COMPANY
AS FILED ADJUSTNEENT

$152,307 __ 831,633

[C]
STAFF

ADIUSTED
$150,657

REFERENCES:
Column IA]: Company Schedule B-2
Column 181: Testimony TBH
Column [CI: Column [A] + Column [B]



RATE BASE AD USTMENT NO. 4 - Accumulated Depreciation

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

Schedule TBH-8

[B] [C]
STAFF

ADIUSTED
LINE
NO. DESCRIPTION ADIUSTBIENT

1 Accumulated Depreciation

[A]
COMPANY
AS FILED

$6,309,380 ($57,079) $6,252,301

REFERENCES:
Column 1A1: Company Schedule B-2
Column lBs: Testimony TBH
Column [CI: Column [A] + Column [B]

I



RATE BASE ADJUSTMENT NO. 5 - NOT USED

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test YearDecember 31, 2014

Schedule TIBH-9

LINE
NO, DESCRIPTION

1 Not Used
Total

[A]
COMPANY
PROPOSED

$0
$0

[B] [C]
STAFF STAFF

ADIUSTMENT RECQMMENDED
$0 $0

30 $02

References:
Column [AL: Company Schedde C-2 & Workpapers
Column [B]: Testimony TBH
Column [C]: Column [A] + Column [B]



LINE
no

ACCT.
NO. DESCRIPTION

[A]
COMPANY
ADJUSTED
TEST YEAR
AS FILED

[B]

STAFF
TEST YEAR

ADIUSTMENTS REF

[q
STAFF

TEST YEAR
AS

ADIUSTED

[D]

STAFF
RECOMMENDED

CH./*LNG ES

[E]

STAFF
RECOMMENDED

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0-13
Test Year December 31, 2014

Schedule TBH-10

I OPERATING INCOME STATEMENT . ADJUSTED TEST YEAR AND STAFF RECOMMENDED

1

2

3

4

5

REVENUEI:
461 Metered Water Sales

460 Vlfater Sales - Unmetered

474 Other Operating Revenue

Total Operating Revenues

$2,843,219

0

53,527

$2,89(>.746

so
0

0

so

32,843,219

0

53,527

$2,896,746

$70,562

0

0

$70,562

32,913,781
0

53,527
82967308

T IN G .EXPENSE5

Salaries 8: Wages

Purchased \Water

Purchased Power

Chemicals

Repairs 8: Ivfaintenance

Office Supplies 8: Expense

Contract Services - Accounting

Contract Services - legal

1

1,2

3

1,4

5

7

$0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

6

7

8

g
10

11

12

13

14

15

16

17

18

19

20

21

Hz

23

24

25

26

27

28

29

30

31

OPERA

601

610

615

618

620

621

630

633

631

636

634

635

641

650

657

659

666

675

670

403

408

408.11

409

Contract Services - Eng

Contract Services Other

Management Fees

Contractual Services - 'Water Testing
Rents

Transportation Expense

Insurance - General Liability

Insurance - Health 8: Life

Regulatory Commission Expense - Rate Case

Miscellaneous Expense

Bad Debt Expense

Depreciation EXPSHS8

Taxes Other dan Income

Property Taxes

In come Tax

Rounding

Total Operating Expenses

so
5,265

138,933

14,734

102,989

0

13,497

10,603

7,968

126,034

765,161

5,341

1,666

20,650

17,137

0

50,000

29,504

541

721,109

10,350

154,562

102,700

01
52.290743

$0

0

0

0
(6,584)

0

0

0

0

(11,003)

(28,894)

8,634

0

0

0

0

(20,000)

0

0

(43,225)
0

0

17,532

0

(383,541)

8

g

$0
5,265

138,933
14,734

96,406

0

15,497

10,603

7,968

115,031

736,267

13,975
1,666

20,650

17,137

0

30,000

29,504

541

677,884

10,350

154,562

120,232

(1>
$2,215,202

1,257

24,314

0

$25,572

$0

5,265

138,933
14,734

96,406

0

13,497

10,603

7,968

115,031

736,267

13,975
1,666

20,650

17,137

0

30,000
29,504

541

677,884

10,350

155,820

144,546

( u
$L240,774

32 .Operating Income (Loss) 3598.003 583.541 $681.544 $44,990 $726,534

References:

Column [A]: Company Schedule C-1

Column [`B]: Schedule TBH~1 I

Column [Qt Column [A] + Column [B]

Column [D]: Schedules TBH-1 , TBH~2 and TBH» 18
Column [E] :  Co lumn [q + Column [D]

Ill
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OPERXTING INECSME ADJUSTMENT no. 1 ._ Expenses Reclassification

SAHUARITA WATER COMPANY LLC
Docket No. w-03718A-15_0213
Test Year December 31, 2014

Schedule TBH-12

LINE
NO. DESCRIPTION

1 Repairs and Maintenance
2 Contract Services _ Other
3 Water Testing
4 Total

[Al
COMPANY
PROPOSED

$102,989

126,034

5,341

$234,364

ADJUSTMENT
(84584)
(1,020)

RECOMMENDED
$96,406

125.014

12_945

$234,364

References:
Column [A]: Company Schedule C-2 & Workpapers
Column [B]: Testimony TBI-I
Column [CI: Column [A] + Column [B]



OPERATING INCOME ADJUSTMENT NO. 2 - Contractual Services - Other Expense

b

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

Schedule TBH-13

LINE
NO. DESCRIPTION
1 Contractual Services - Owler Expense
2 Total

[A]
COMPANY
PROPOSED

$126,034
$126,034

[B]
STAFF

ADJUSTMENT
(39,983)
139883)

[C]
STAFF

RECOMMENDED
$116,051
$116,051

Staff Adjustments

Contractual Services - Worklnan's Comp (Reclass to Mgmt. Services]
Total Adjustment

$9,983

$9,983 .

References:
Column [A]: Company Schedule C-2 & Workpapers
Column [B]: Testimony TBH
Column [CI: Column [A] + Column [B]



OPERATING INCOME ATJJUSTMENT NO. 3 - Management Fees Expense

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

Schedule TBH-14

LINE
NO. DESCRIPTION

1 Management Fees Expense
2 Total

[A]
COMPANY
PROPOSED

$765,161
$765,161

[13]
STAFF

ADIUSTMENT
(828,894)
(828,894)

STAFF
R18COMMl8NDED

Staff Adjustments
Remove Management Services for Underpayment of Mar. to Nov. 2013 Ex

Remove Bonuses with payroll taxes for Non-Dedicated Employees

Remove Bonuses wide payroll taxes for Dedicated Employees
Reclass \X/ork.man's Compensation from Contractual Services
Total Adjustment

$17,407

8,552

12,918

(9,983)

$28,894

References:
Column [A]: Company Schedule C-2 & Workpapers
Co1u1m1 [B]: Testimony TBH
Column [C]: Colurrm [A] + Column [B]



OPERATING INCOME AD]USTMENT NO. 4 - Water Testing Expense

ll _

9

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

Schedule TBH-15

LINE
NO.
1
2

DESCRIPTION
Water Testing Expense
Total

[Al
COMPANY
PROPOSED

$5,341

$5,341

[B] [C]
STAFF STAFF

AD_IUSTl\/[ENT RECOMMENDED
31,030 $6,371

$1,030 36,371

References:
Column [AL: Company Schedule C-2 & Workpapers
Column [B]: Testimony TBI-I & Staff Engineering Table M
Column [CI: Column [A] + Column [B]

II N



OPERATING INCOME ADJUSTMENT NO. 5 - Rate Case Expense

I I I

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

Schedule TBH-16

LINE
NO.

1
2

DESCRIPTION
Rate Case Expense
Total

[A]
COMPANY
PROPOSED

$50,000

$50,000

[B]
STAFF

ADJUSTMENT
($20,080l
(820,000)

[C]
STAFF

RECOMMENDED
$30,000

$30,000

References:
Column IA]: Company Schedule C-2
Column 18]: Testimony TBH
Column [C]: Column [A] + Column [B]

Ill



OPERATING INCOME ADJUSTMENT NO.6 .. Not Used

4 4

SAHUARITA WATER COMPANY LLC
Docket No. W_03718A-15-0213
Test Year December 31, 2014

Schedule TBH-17

LINE
NO.

1
2

DESCRIPTION
Not Used
Total

[A]
CQMPANY
PROPOSED

$0

$0

[B]
STAFF

ADJUSTMENT
380

£0

[C]
STAFF

RECQMMENDED
$0
$0

References:
Column [A]: Company Schedule C-2
Column [B]: Testimony TBH
Column [C]: Column [A] + Column [B]

1III\l\H



SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

Schcd111€ TBH-18

[18]

Line
No. DESCRIPTION

OPERATING INCOME ADJUSTMENT No. 7 - Depreciation EXP€lJS¢
[A] [B]

GROSS UTILITY FULLY/NON
PLANT IN SERVICE DEPRECIABLE

[C]
DEPRECIABLE

PLANT

[D]
DEPREC.

RATE EXPENSE

$7,541

352,403

13,636

0.00%

0.00%

0.00%

333%

3.33%

500%

12.50%

13,381

71,350

27,485

24,426

$7,541

352,403

13,636

401,632

2,142,644

549,708

195,407

$0

0

0

401,832

2,142>644

549,708

195,407

3.33%
20.00%
40.00%

45,9401,379,569

46,479

150,657

1,379,569

46,479

150,657 60,263

265,621

75,1

124,048

14,645

10,729

10,94567,883

123,399 ,J

57;

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30

ACCT
NO.

Plantln Service
301 Organization Costs
302 Franchise Costs
303 Land & Land Rights
304 Structures & Improvements
307 Wells & Springs
310 Power Generation Equipment
311 Electric Pumping Equipment
320 Water Treatment Equipment
320.1 Water Treatment Plants
320.2 Solutions & Feeders
320.3 Arsenic Media
330 Distribution Reservoirs & Standpipes
330.1 Storage Tank
330.2 Pressure Tanks
331 Transmission & Distribution Mains
333 Services
334 Meters & Meter Installations
335 Hydrants
336 Backflow Prevention Devices
339 Other Plant 8; Misc. Equip.
340 Office Furniture 8: FNrtures
340.1 Computer & Software
341 Transportation Equipment
342 Store Equipment
343 Tools & Work Equipment
344 Laboratory Equipment
345 Power Operated Equipment
345 Communications Equipment
347 Miscellaneous Equipment
348 Other Intangibles

Rounding

1,811,998

36,874

13,281,053

2,256,719

1,489,172

732,251

1,660

0

160,855

122,607

139,706

0

37,840

132

0

577,721

695

1,002,914

2.22%

5.00%

2.00%

3.33%

8.33%

2.00%

6.67%

6.67%

6.67%

20.00%

20.00%

4.00%

5.00%

10.00%

5.00%

10.00%

10.00%

10.00% 100291

31 Subtotal General $26,892,073

<1>

$564,861

1,811,998

36,874

13,2810053

2,256,719

1,489,172

732,251

1,660

0

160,855

54,724

16,307

0

37,840

132

0

577,721

695

1,002,914

1

$26,327,212 8958.758

32 Less: Amortization of Conuibutions $7,712,717 3.64% $280,874

31

32.

33

Staff Recommended Depreciation Expense
Company Proposed Depreciation Expense
Increase/ (Decrease) to Depreciation Expense

$677,884

721.109

($43,225l

I
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Taxes ExpenseOPERATING INCOME ADJUSTMENT No. 8-_ Prove

LINE
NO. DESCRIPTION

A [B
STAFF

AS ADJUSTED
STAFF

RECOMMENDED

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31.2014

Schedule TBH-19

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21

Staff Adjusted Test Year Revenues

Weight Factor

Subtotal (Line 1 * Line Z)

Staff Recommended Revenue

Subtotal (Line 4 + Line 5)

Number of Years

Three Year Average (Line 5 / Line 6)

Department of Revenue Multiplier

Revenue Base Value (Line 7 * Line 8)

Plus: 10% of C\Y/'IP (Company Excluded)

Less: Net Book Value of Licensed Vehicles

Full Cash Value ALi_ne 9 + Line 10 _ Line 11)

Assessment Ratio

Assessment Value (Line 12 * Line 13)

Composite Property Tax Rate - Obtained from ADOR

Staff Test Year Adjusted Property Tax Expense (Line 14 * Line 15)

Company Proposed Property Tax

Staff Test Year Adjustment (Line 16 _ Line 17)

Property Tax - Staff Recommended Revenue (Line 14 * Line 15)

Staff Test Year Adjusted Property Tax Expense (Line 16)

Increase in Property Tax Due to Increase in Revenue Requirement

$2,896,746

2
$5,793,492

2,896,746

$8,690,238

3

$2,896,746

2
$5,793,492

0
11,415

$5,782,077

18.00%

$1,040,774
14.85()700/0

$154,562

154,562

$0

$2,896,746

2
$5,793,492

2,967,308

$8,760,800

3
$2,920,267

2
$5,840,533

0
11,415

355,829,118

18.00%
$1,049,241

14.85070%

$155,820

154,562

$1,257

22

23

24

Increase in Property Tax Due to Increase in Revenue Requirement (Line 21)
Increase in Revenue Requirement
Increase in Property Tax Per Dollar Increase in Revenue (Line 22 / Line 231

$1,257

$70,562
1.782084%

REFERENCES
Line 15: Composite Tax Rate obtained from Arizona Department of Revenue
Line 17: Company Schedule C-1 Page 2
Line 21: Line 19 - Line 20
Line 23: Schedule TBH-10

I



OPERATING INCOME ADJUSTMENT NO. 9 - Income Tax Expense

S.AHUAR1TA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

LINE
NO. DESCRIPTION

1 Income Tax Expense
2 Total

[A] [B]
COMPANY STAFF
PRQPOSED ADIUSTMQENT

$102,700
$102,700

RECOMMENDED

References:
Column [A]: Company Sdnedule C~2
Column [B]: Testimony TBH
Column [C]: Column [A] + Column [B]

ll I
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EXECUTIVE SUMMARY
SAHUARITA WATER COMPANY, LLC

DOCKET NO. W-03718A-15-0213

Sahuarita Water Company, LLC ("SEC" or "Company") is an Arizona Limited Liability
Company. The Company is engaged in the business of providing water utility services in Sahuarita
Arizona. The Company served approximately 5,500 customers during the test year ended December
31, 2014. The Company's original Certificate of Convenience and Necessity Application was
approved in Decision No. 59431 dated December 28> 1995. The Company's current authorized
rates and charges determined in Decision No. 72177 dated February 11, 2011

RATE DESIGN

Staff recommends approval of its rate design and service charges

TYPICAL BILL ANALYSIS

The typical 5/8 X 3/4-inch meter residential customers with a median usage of 4,500 gallons
would experience a $3.79 or a 12.52 percent increase in their monthly bill, from $30.28 to $34.07
under the Company's proposed rates. The typical 5/8 X 3/4-inch meter residential customers wide a
median usage of 4,500 gallons would experience a $0.32 or a 1.04 percent increase in their monday
bill, from $30.28 to $30.59, under Staff's recommended rates



Direct Testimony of fess B. Hunsaker
Docket No. \Y/-03718A-15-0213
Page 1

1 INTRODUCTION

2 Q Please state your name, occupation, and business address.

y name is Teresa B. Hunsaker. I am a Public Utilities Analyst IH employed by die Arizona

Corporation Commission ("ACC" or "Comlnission") in The Utilities Division l"S'rafF'). My

business address is 1200 West Washington Street, Phoenix, Arizona 85007.

7 Q Are you the same Teresa B. Hunsaker who previously submitted direct testimony in

this case

11 Q What is the scope of your testimony in this case?

presenting Staffs analysis and recommendations regarding Sahuarita Water Company,

LLC's ("SEC" "Company") application for a permanent increase in its rates and chargeso r

for water ad]ity service within Pima County, Arizona.

16 Q What is the basis of your testimony in this Blind?

Based on the adjustments and revenue requirement recommended by Staff, I am presenting

Staffs recommended rate design.

20 BACKGROUND

21 Q Please review the background of this application.

SEC is an Arizona limited liability company engaged in the business of providing water utility

services in Sahuarita, Arizona. The Company served approximately 5,500 customers duNg

the test year ended December 31, 2014. The Company's original Certificate of Convenience

and Necessity Application was approved in Decision No. 59431 dated December 28, 1995.

lllm



Direct Testimony of T so B. Hunsaker
Docket No. W~03718A-15-0213
Page 2

1

2

The Company's current authorized rates and charges were determined in Decision No. 72177

dated February 11, 2011.

3

4 RATE DESIGN

5 Q. Would you please summarize the present rate design for the Company

6

7

The present monday minimum charges by meter size are as follows: 5/8 X 3/4-inch $17.15

3/4-Meh 82680; 1-inch 84288; 1 1/2-inch 1$85.75; 2-inch $137.20; 3-inch 3274.40; 4-inch

8 i$428.75; and 6-inch $875.50 No gallons are included in the monthly minimum charge. The

9

10

11

12

water commodity charges for all meter sizes and customer classes is 32.50 per thousand

gallons for zero to 3,000 gallons, $3.75 per thousand gallons for 3,001 to 9,000 and $4.50 per

thousand gallons for any consumption over 9,000 gallons. The present rate design also has a

commodity charge for standpipe/construction water of $4.50 per thousand gallons for all

13 usage.

14

15 Q. Would you please summarize the Company's proposed rate design

16

17

The Company's proposed monthly minimum charges by meter size are as follows: 5/8

3/4-inch 81912; 3/4-inch $28.68; 1-inch 14781; 1 1/2-inch $95.61; 2-inch $152.98; 3-inch

18

19

20

21

22

23

24

25

26

830596, 4-inch 847806, and 6-inch 895611. Zero gallons are included in the moodily

minimum charge. The Company proposed commodity charges for the 5/8 X 3/4-inch and

the 3/4-inch meters are $2.888 per diousand gallons for zero to 3,000 gallons, $4.188 per

thousand gallons for 3,001 to 9,000 gallons, and $4.988 per thousand gallons for any

consumption over 9,000 gallons. The proposed commodity rate t iers for the larger

residential, commercial, and irrigation customers vary by meter size, but are $4.188 per

diousand gallons for the first tier and $4.988 per thousand gallons for any consumption over

the Erst tier. The Company is proposing a commodity charge rate of $4.988 per 1,000 gallons

for standpipe customers for all usage.

A.

A.

Ill



Direct Testimony of fess B. Hunsaker
Docket No. W-03718A-15-0213

Would you please summarize Staffs recommended rate design for the Company?

Staffs recommended rates and charges are presented on Schedule TBH-1.
Staffs

recommended monthly minimum charges by meter size are as follows: 5/8 X 3/4-inch

$1'7.46; 3/mmh $z7.119 1-inch $43.19; 1 1/2-inch $86.06§ 2-inch $137.51,- 3_im¢h $274.718 4_

inch 342906; and 6-inch 385781. Zero gallons are included in the monthly minimum charge.

For the 5/8 X 3/4-inch and 3/4-inch meter  residential customers,  Staff recommends

commodity charges of $2.50 per thousand gallons for zero to 3,000 gallons, 353.50 per

thousand gallons for 3,001 to 9,000 gallons, and 354.50 per thousand gallons for any

consumption over

industrial commodity rates have two tiers and vary by meter size, set at $3.75 per thousand

gallons for the Erst tier and $4.50 per thousand gallons for any consumption over the first

9,000 gallons. Staffs recommended larger residential, commercial, and

tier. Staff recommends no change in time commodity charge of $4.50 per 1,000 gallons for

standpipe customers for all usage.

15 Q. What is the rate impact on a typical 5/8 X 3/4-inch meter residential customer in

Sahuarita?

The typical 5/8 X 3/4-inch meter residential customers wide a median usage of 4,500 gallons

experience a 333.79 or a 12.52 percent increase in their monthly bill, from 330.28 to

$34.07, under due Company's proposed rates. The typical 5/8 X 3/4-inch meter residential

customers with a median usage of 4,500 gallons would experience a $0.32 or a 1.04 percent

increase in their monday bill, from $30.28 to $30.59, under Staffs recommended rates. A

typical bill analysis is provided on Schedule TBH-2.

What does Staff recommend for service line and meter installation charges?

Staff recommends the service line and meter installation charges as discussed in Table P of

the previously docketedStaff Engineering Report and as presented in Schedule TBH-1 .

l l



Direct Testimony of 'l sa B. Hunsaker
Docket No. W-03718A-15-0213
Page 4

1 Q. What does Staff recommended for other service charges?

2 presented in Schedule TBH-1 and reflect

3

Staffs recommended other service charges are

Staffs experience of what are reasonable and customary charges

4

5 Q. Did the Company propose an after hour service charge of $50.00?

6

7

Yes, the Company proposed an after hour service charge to replace the non-business

reconnection of water utility service of $40.00.

8

9 Q. What does Staff recommend for the after hour service charge

10 A.

11

Staff accepts dreproposed change by the Company of 350.00 for after hour service charge to

replace the non-business reconnection of water utility service of $40.00

12

13 Q. Does this conclude your rate design direct testimony?

14 Yes, it does.

A.

A.

A.

l l



RATE DESIGN

Monthly Usage Charge
Present

Rates
Company

Proposed Rates
Staff

Recommended Rates

5/8 x 3/4" Meter
3/471 Mete

1" Meter
1 1/2" Meter

2" Meter
3" Meter
4" Meter
6" Meter

$17.15

2680

42.88

85.75

137.20

274.40

428.75

857.50

$19.12

28.68

47.81

95.61

152,98

305.96

478.06

956.11

$17.46

27.11

43.19

86,06

137.51

274.71

429.06

857,81

Commodity Rates
Present

Rates
Company

Proposed Rates
Staff

Recommended Rates

5/8 X 3/4" & 3/4" Meter - Residential

0

$2.50

3.75

4.50

0

I$3.75

4.500

0

$3.750

4.500

0

$3.750

4.500

0

$3.750

4.500

0

$3,750

4.500

0

$3.750

4.500

0

$2.88

4.18

4.98

0

$4.18

4.98

••
¢s

0

354.188
4.988

0

$4.188

4.988

0

$4.188

4.988

0

$4.188

4.988

0

$4.188

4.988

0

$2.50

3.75

4.50

I

I$3.75

4.500

0

$3.750

4.500

0

$3.750

4.500

0

$3.750

4.500

0

$3.750

4.500

0

$3.750

4.500

Gallons Included in Minimum
Excess of Minimum per 1,000 Gallons

From 1 to 3,000 Gallons
From 3,001 to 9,000 Gallons
Over 9,000 Gallons

5/8 X 3/4" 8: 3/4" Meter - Commercial & Industrial
Gallons Included in Minimum

Excess of Minirnum per 1,000 Gallons
From 1 to 9,000 Gallons
Over 9,000 Gallons

1" Residential, Commercial & Industrial
Gallons Included in Minimum

Excess of Minimum - per 1,000 Gallons
From 1 to 20,000 Gallons
Over 20,000 Gallons

11/2" .. Residential, Commercial & Industrial
Gallons Included in Minimum

Excess of Minimum - per 1,000 Gallons
From 1 to 55,000 Gallons
Over 55,000 Gallons

2" - Residential, Commercial & Industrial
Gallons Included in Minlmurn

Excess of Minimum per 1,000 Gallons
From 1 to 90,000 Gallons
Over 90,000 Gallons

3" - Residential, Commercial & Industrial
Gallons Included in Minimum

Excess of la/linirnum per 1,000 Gallons
From 1 to 200,000 Gallons
Over 200,000 Gallons

4" Residential, Commercial 8: Industrial
Gallons Included in Minimum

Excess of Minimum - per 1,000 Gallons

From 1 ro 350,000 Gallons
Over 350,000 Gallons

r
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RATE DESIGN CONT.

Commodity Rates
Present

Rates

Company

Proposed Rates

Staff
Recommended Rates

611 Residential, Commercial 8: Industrial
0

$3.750

4.500

0

$4.500

0

$4.188

4.988

0

$4.988

0

$3.750

4.500

0

$4.500

Gallons Included in Minimum
Excess of Minimum per 1,000 Gallons

From 1 to 750,000 Gallons
Over 750,000 Gallons

Construction/Bulk
Gallons Included in Minlrnufn

Excess of Minimum - per 1,000 Gallons
All Gallons

Service Line and Meter Installation Charges
Present

Rates

Company

Proposed Rates

Staff

Recommended Rates

5/8" x 3/4" Meter
3/4" Meter
1" Meter
11/2" Meter
2" Turbine Meter
2" Compound Meter
3" Turbine Meter
3" Compound Meter
4" Turbine Meter
4" Compound Meter
6" Turbine Meter
6" Compound Meter
Over 6"

Service

Line

Meter

Charge

Total

Charge

Service

Line

Meter

Charge

Total

Charge

Se1:v1ce

Line

Meter

Charge

Total

Charge

$445

445

495

550

830

830

1,045

1,165

1,490

1,670

2,210

2,330

Ar Cost

$155

255

315

525

1,045

1,890

1,670

2,545

2,670

3,645

5,025

6,920

At Cost

$600

700

810

1,075

1,875

2,720

2>715

3,710

4,160

5,315

7,235

9>250

At Cost

$155

255

315

525

1,045

1,890

1,670

2,545

2,670

3,645

5,025

6,920

At Cost

$600

700

810

1,075

1,875

2,720

2,715

3,710

4,160

5,315

7,235

9,250

At Cost

$445

445

495

550

830

830

1,045

1,165

1,490

1,670

2,210

2,330

At Cost

$155

255

315

525

1,045

1,890

1,670

2,545

2,670

3,645

5,025

6,920

At Cost

$600

700

810

1,075

1,875

2,720

2,715

3,710

4,160

5,315

7,255

9,250

Ar Cost

$445

445

495

550

830

830

1,045

1,165

1,490

1,670

2,210

2,330

Ar Cost

Service Charges
Estabiishnient or Reestablishment of Water Utility Service:

Establishment
Establishment (after hours)
Reestablishment (within 12 months)

Reconnection of Water Utility Service:
During normal business hours
During non~business hours

Reconnection (delinquent)
After Hours Service Charge
Meter Test (if correct)
Meter Re-Read
Deposit Requirement
Deposit Interest
NSF Check
Deferred Payment (per month)
Late Charge (per month)
Charge of Moving Customer Meter Customer Request
Main Extension and Additional Facilities

* Per Commission Rule A.A.C. R14 2 403.D. Number
of months off the system times the monthly
minimum.

** Per Commission Rules IR14 2 403.B)
*** Minimum $5.00 or 1.5% per month.

$25.00

40.00
*

25.00
40.00

N / A
N / A

25.00
N / A

* *

6%
15.00
1.5%

***

At Cost
Ar Cost

$25.00
N / A

*

25.00

N/A

N/A

50.00

25.00

25.00

6%

15.00

1.5%
***

At Cost

At Cost

$25.00
N / A

*

N/A

N/A

25.00

50.00

25.00

25.00
**

6%

15.00

1.5%
***

At Cost

At Cost

4
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TYPICAL BILL ANALYSIS
General Service 5/8 X 3/4~Inch Meter

Company Proposed Gallons
Present
Rates

Proposed

Rates
Dollar

Increase
Percent
Increase

Average Usage

Median Usage

4,677

4,500

$30.94

$30.28

834,81

$34.07

$387

8379

12.50%

12520 o

Staff Recommended

Average Usage

Median Usage

4,677

4,500

$30.94

$30.28

$31.25

$30.59

$0.31

$0.32

100%

1.04%

Present & Proposed Rates (Without Taxes)

General Service 5/8 x 3/4 Inch Meter

Gallons Present %
Company
Proposed "/0

Staff
Recommended

Iv[inifnum Charge
1st Tier Rate

It Tier Break-over
Znd Tier Rate

2nd Tier Break~over

3rd Tier Rate

$17.15
$2.500

3,000

$3.750

9,000
$4.500

Minimum Charge

let Tier Rate
1st Tier Break over

2nd Tier Rate
2nd Tier Break over

3rd Tier Rate

$1912
$2.888

3,000

$4.188
9,000

$4.988

$17.46
$2.500

3,000

$3.750

9,000
$4.500

Minimum Charge
let Tier Rate

let Tier Break over
2nd Tier Rate

2nd Tier Break-over

3rd Tier Rate
Rat sRAf€5consumption Rates Increase T r n<

1,000
2,000

3,000

4,000
5,000

6,000

7,000
8,000

9,000
10,000
11,000

12,000

13,000

14,000
15,000

16,000

17,000
18,000

19,000

20,000
25,000
50,000

35,000

40,000
45,000

50,000
75,000

100,000

$17.15
$19.65
$22.15

$24.65

$28.40

$32.15
$35.90

$39.65

$43.40

$47.15
351.65

$56.15

$60.65
$65.15

$69.65
$74.15

378.65

$83.15
$87.65
$92.15

$96.65
$119.15

$141.65

$164.15
$186.65
$209.15

$231.65
$344.15
$456.65

u

n

|

s

11.490/

12.000/

12.400/

12.710/

12.580

12.470

12.39°

12.32%

12.270 o

12.22° D

12.10%

12.00%

11.91%

11.840 O

11.78%

11.72%

11.670 o

11.620 0

11.580 0

11.55%

11.520 0

11.39%

11.300 o

11.240 D

11.190 0

11.150 0

11.12%

11.030 o

10.990 0

$19.12
$22.01

$24.90

$27.78

$31.97
$36.16
$40.35

$44.54
$48.72

$52.91
$57.90
$62.89

$67.88
$72.86

$77.85
$82.84

$87.83

$92.82

$97.80
$102.79
$107.78

$132.72

$157.66

$182.60
$207.54

$232.48

$257.42

$382.12
$506.82

|
u

1

a

1.81°

1.58° /

1.40°
1.26° /

1.09V

0.96°
0.86°  D

0.78%

0.71°  0

0.66%
0.60%

0.55%

0.51%

0.48%
0.45%
0.42%

0.39%
0.37%

0.35%
0340 0

0.32%
0.260 0

0.22%

0.19%
0.170 D
0.150 0

0.13%

0.09%
0.07%

$17.46
$19.96
$22.46

$24.96

$28.71
332.46
$36.21

$39.96
$43.71

$47.46
$51.96

$56.46

$60.96
$65.46

$69.96
$74.46

$78.96
$83.46
$87.96

$92.46

$96.96
$119.46
$141.96

$164.46
$186.96

$209.46
$231.96

$344.46
$456.96
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EXECUTWE SUMMARY
SAHUARITA WATER COMPANY, LLC,

DOCKET no. W-03718A-15-0213

Staff continues to recommend an 8.41 percent rate of return. Staffs recommended rate of
return was calculated using a 9.50 percent cost of equity, a 4.20 percent cost of debt, and a capital
structure consisting of 20.57 percent debt and 79.43 percent equity.
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1

1 1. INTRODUCTION

2 Q. Please state your name, occupation, and business address.

3 A.

4

5

My name is Crystal S. Brown. I am an Executive Consultant III employed by the Arizona

Corporation Commission ("Commission") in the Utilities Division l"Staff"). My business

address is 1200 West Washington Street, Phoenix, Arizona 85007.

6

7 Q. Are you the same Crystal S. Brown who filed direct testimony in this case?

8 Yes, I am.

9

10 Q. What is die purpose of your surrebuttal testimony in this rate proceeding?

11

12

The purpose of my surrebuttal testimony is to respond to the cost of capital rebuttal

testimony of Sahuarita Water Company's ("Sahuarita" or "Colnpany") witness, Thomas J.

13 Bourassa.

14

15 Q. Please explain how Staffs surrebuttal testimony is organized.

16 A. Staffs surrebuttal testimony is presented in three sections. Section I is this introduction.

17

18

Section II presents Staffs comments on the rebuttal testimony of the Company's cost of

capital witness, Mr. Bourassa. Lasdy, Section IH presents Staffs recommendations.

19

20 11. STAFPS RESPONSE TO THE REBUTTAL TESTIMONY FILED BY THE

21

22 Q.

23

COMPANY'S COST OF CAPITAL WITNESS, MR.THOMASJ- BOURASSA

Please summarize the capital structure, cost of debt, cost of equity, and overall

weighted average cost of capital proposed in Mr. Bourassa's rebuttal testimony.

24

25

In his rebuttal tesdrnony, Mr. Bourassa is proposing a capital structure consisting of 20.57

percent debt and 79.43 percent equity. Mr. Bourassa proposes a 10.5 percent cost of equity

A.

A.

A.

in
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1

2

("COE") and a 4.2 percent cost of debt for the Company. Mr. Bourassa's cost of capital

proposals result in an overall rate of return ("R()R") for Sahuarita of 9.2 percent.

3

4

5

6

The 10.5 percent rebuttal return on equity ("ROE") proposal being made by Mr. Bourassa is

the same as h is 10.5 percen t  ROE proposal  found in  h is di r ect  test imony. S t a f f s  RO E

reconirnendadon is 9.5 percent in both its direct and surrebuttal cost of capital filings.

7

8 •

9

Is there a primary conceptual basis for the difference in the ROE proposals of the

Company and the ROE recommendations supported by Staff?

10

11

12

13

14

15

16

17

18

19

20

Yes. The Company follows what is called a company-specific approach to developing its

ROE proposal ,  whereas Staf f  fol lows the port fol io approach to def ining i ts fai r and

reasonable ROE recommendation. I will discuss the differences in these two approaches in

my testimony but generally both approaches rely on the results generated from application of

the discounted cash How ("DCF") and capital asset pricing model ("CAPM") ROE models.

The Company then adds the results of a number of company-specific risk considerations

whereas, under Staffs portfolio approach, such risk adders are not direftf given consideration

because in die capital markets such risks can be, and are, addressed by diversification of the

investor's portfolio so ratepayers J/9011/d notbe required to compensate for a risk dirt can be

reasonably, and simply, addressed through an investment tool existing in the market place.

That tool is "portfolio diversification."

21

22

23

24

25

A.

Q

On page 5, line 21, of Mr. Bourassa's rebuttal testimony he says that investors "do not

ignore" the various company~specific risks that exist. Staff agrees with dais statement which

is exactly why prudent investors diversify their portfolios. And since portfolio diversiicadon

is both a simple and logical step for investors to take to safeguard their investments from
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1 such risks, there is no reason for ratepayers to be required to compensate investors for these

2 risks.

3

4 Cow/ments Regarding XZ J Range ofCOEr

5

6

Did Staff review the Company's comments concerning Staffs position that any COE

in Staffs range of COE's is reasonable?

7 Yes.

8

9 Q. What were the Company's comments?

10 A.

11

12

13

14

15

16

17

Mr. Bourassa concludes on page 14, line 7, that " ... the mid-point (and sometimes the

median) is arguably the most 'fair' estimate ..." of a range of COE's, but he goes on to

suggest that under the B/a9".8e/d and H999 standards furrier specific consideration of other risk

factors must be made, which diem leads Mr. Bourassa into a lengthy discussion of other

company-specif ic risk considerations that he ultimately suggests he has been able to

specifically measure from the perspective of Sahuarita Water, e.g., risk "X" requires a "la

basis point adjustment whereas risk "Z" requires a further "la" basis point adjustment to

ROEs.

18

19 • Does Staff agree?

20 A.

21

No, Staf f  does not. The Hebe and BluQ9e/.41 Supreme Court decisions which Mr. Bourassa

makes reference to set form the standard criteria which must result from a Commission's

22 ROE decision in order to conclude that due ROE constitutes a fair rate of return. Staff notes

23 that those coin decisions do not:

24

25

26 2.

Prescribe the e! of COE wade/.v tobe used

Prescribe that a certain Hz/mker of COE wad6/Jbe used, and

A.

Q

Q

1.

\II I'll
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Prescribe that an endpoint Hz/it/yin 4 range 0fCOE3be used

Rather, the Hebe and B/zzejie/d Supreme Court decisions identify certain criteria that must be

met for a rate of return to be deemed "fair" Those criteria are capital attraction, Financial

integrity, and comparable earnings. The DCF and CAPM models are foundational cost of

capital ("COC") models that have been recognized as models that generate results drat meet

these criteria. Also, diesel models are widely used by other public utility commissions;

taught in National Association of Regulatory Utility Commissioners l"NARUC") training

classes; and have been adopted for establishing reasonable ROE ranges by this Commission

are

for at least 25 years.

Therefore, since the DCF and CAPM models produce results that meet the fairness standards

o f the H9196 and B/m896/d court cases and Staff used the DCF and CAPM models to calculate

each of die points in Staffs ROE reasonableness range, then any point in Staffs range of

COE's is reasonable and fair.

Cow/tzenzif Regarding Mowing H44/yer T/Jan Me LOW Point 0fSi¢gll".v Mode/-Driven ROE Range

18 D Would you please clarify Staffs statement that "moving higher than the low point of

the range makes a reasonable acknowledgement of, or concession to, the other risk

factors"?

Yes. First, let me say that Staff acknowledges that all models or approaches used to defining

a fair ROE range can have shortcomings, even if what are termed to be shortcomings are

y dif ferences of  professional judgment regarding the assumptions ro be made in

generating results from diesel generally accepted models. There is no perfect or absolute way

to determine "required return ` in a constantly changing financial marketplace. So, by moving

above die low result from Staffs model» dr:iven ROE range, Staff is merely trying to End

Q

l l \l l \IIII\IIIlu
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1 common ground with those who are of the opinion that investors actually require a higher

2 ROE because of consideration "A" or "B".

3

4 Q.

5

6

7

8

By suggesting that any point within its model-driven ROE range would be a

reasonable ROE for the Commission to authorize, and by using an ROE above the

low point of StamPs model-driven ROE range in its revenue requirement schedules, is

Staff also attempting to find common ground with parties that might argue that one

more model variation, or one more approach to developing the ROE range should be

9 given consideration?

10 A. Yes.

11

12 Cowpemafionfor Compuly Speafn Rt;/é

13 Q. Should investors expect to be compensated for company-speciEc risk?

14

15

16

17

18

19

20

21

No, they should not. The type of risk that investors should expect to be compensated for are

systematic risks (i.e., market risks. Quite simply, market risks cannot be diversified away

because investors can and certainly do diversify dieir investment portfolios as the means for

effectively safeguarding their investments from company-specific risk. This point is made on

page 52 of Mr. Roger Morin, Ph.D.'s book Regal/arog Finance, Ulf/ities Cort of Capita/, where he

states, "Thus, for a diversified investor, die relevant risk of a security is reduced to its market

risk, or beta, the risk that cannot be diversified away." Therefore, investors should not be

expected to be compensated for company-specilic risks as diode risks can be diversified

22

23

24

25

26

A.

In Staffs opinion, anyone who argues that investors must be directly compensated for

company-speciic risk is also arguing that for some reason ratepayers must step up and

compensate for a specific investor's failure to take advantage of a simple investment tool

that being portfolio diversification. Such advocates typically go to great lengths to suggest
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1

2

3

4

dlat died have developed a way to quantify exact what level of compensation an investor

requires for each element of company~speci8c risk. This is totally unnecessary. The failure

on the part of an investor to diversify his/her portfolio is not a decision that should become a

financial obligation of ratepayers.

5

6 Q.

7

Is systematic (i.e., market) risk addressed and incorporated in both the DCF model

and the CAPM?

8 A. Yes. The DCF Model is a cash flow assessment tool used to derive the COE. For the DCF,

9

10

11

it is assumed that all cash flow items have equivalent exposure to systematic risk. For the

CAPM, systematic risk is reflected in the Beta which measures a std<:k's riskiness compared to

the market as a whole.

12

13 Cow manly Rqgardzlng Cawpafing fln v R640/w/vzended COE to tea! off be Proof Group

14 Q.

15

Mr. Bourassa asserted that investors would be better off investing in publically traded

companies (i.e., his proxy group of companies) than from investing in Sahuarita

16 Water. This discussion starts on page 8 of Mr. Bourassa's rebuttal testimony and the

17

18

actual statement regarding such assertion appears on page 10 of this testimony. Is

this a reasonable comparison?

19

20

21

22

23

No, it is not. An investor in the proxy group does not have the same level of influence over

management decisions as do principal investors in Sahuarita. The influence of die pijncipal

investors includes, but is not limited to, controlling the amount and dining of rate increases,

plant additions, and having complete access to the cash provided by operating income and

depreciation expense. The principal investors can use this cash for any purpose they choose.

24

25

26

A.

Staff does not intend to get into a lengdiy discussion regarding dais point, but this ability to

influence management decision malting to the benefit of the primary investors in Sahuarita is
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2

an observable reality, and the value of such influence is omitted by l\lr. Bourassa as he

discusses and then quantities the firm-specific risks faced by Sahuarita's investors

3

4

5

6

For example, Schedule E-2 of the Company's application shows that Sahuarita reported

operating income during the years 2012 to 2014 of $974,050 in 2012, $764,382 in 2013, and

$739,570 in 2014. As shown on Schedule E-4, the amount of distributions during due same

7 period were: $328,049 in 2012, $450,000 in 2013, and 32,067,562 in 2014. Effecdvel

8

9

10

Sahuarita's principal investors were able to "draw" 383616091 more Alan the Company made

during this period of time. This suggests a significant ability to influence managements

distribution making decisions that investors in the proxy group do not have.

11

12

13

14

15

This ability to influence management decisions is one of die main reasons why Sahuarita's

ROE should not be unequivocally compared to the achieved and forecasted ROE's of Me

proxy group as Mr. Bourassa has done. Instead, a reasonable comparison would be to the

ROEs recently authorized by the Commission for other ACC-regulated water and wastewater

16 CoiI1p2lI'1i€s.

17

18 111. STAFF RECOMMENDATIONS

19 Q.

20

In updating its COC analysis for the Company, did Staffs recommended ROE and

overall ROR change from the levels recommended by Staff in direct testimony

21 No, it did not. Staff recommended the highest COE in the range; this COE did not change

22 after the update was performed.

23

24 Q. What are Staffs recommendations for the Company?

25 Staff recommends the following for Sahuarita's cost of capital:

1 ($974,050 + $764,382 + $739,570> -- ($328,049 +3450,000 + $2,067,567) $367,609

A.

A.

l lll\ll
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2.

4.

A capital structure of 20.57 percent debt and 79.43 percent equity.

A 4.20 percent cost of debt.

A 9.50 percent return on equity.

An 8.41 percent overall rate of return.

Does this conclude your surrebuttal testimony?

Yes, it does.

IIow l

3.

1.
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Sahuarita Water Company, Inc. Cost of Capital Calculation

Capital Structure

And Weighted Average Cost of Capital

Staff Recommended and Company Proposed

[A] 08] [C] LD]

Weighted

Description \X7eight <%) Cost

Staff Recommended Capital Structure

20.57%

79.43%

4.20%

9.50%

0.86%Debt
Common Equity
Weighted Average Cost of Capital 8.41%

Company Proposed Capital Structure

20.57%

79.43%

4.20%

10.50%
Debt
Common Equity
Weighted Average Cost of Capital 9.20%

[D] : [B] X [C]
Supporting Schedules: CSB-3 and CSB-4.

ll
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Common
EquityDebt TotalCompany

American States Water

California Water

Aqua America

Connecticut Water

lV[idd1esex Water

SAW Corp

York Water

100.00/0

100.00 O

100.00 o

100.00 o

100.00 O

100.00/0

100.00 O

38.70 0

45.90 O

50.30 O

45.60 O

44.30 o

54.70 0

43.40 0

61.30 0

54.10/0

49.70 O

54.40 O

55.70 0

45.30 o

56.60 0

46.1°/o 53.9%Average Sample Water Utilities 100.0%

Sahualita 20.570/0 79.43% 100.0%

Docket No. W-03718A-15-0213 Surrebuttal Schedule CSB-4

Sahuarita Water Company, Inc. Cost of Capital Calculation

Average Capital Structure of Sample Water Utilities

[A] IB] [C] Tm

Source:

Sample Water Companies from Value Line

llllllll
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Docket No. W-03718A-'I5-0213 Surrebuttal Scheduie CSB-5

Sahuarita Water Company, Inc, Cost of Capital Calculation

Growth in Earnings and Dividends

Sample Water Utilities

[A] 08] [C] [D] UP]

Comuanv

Dividends

Per Share

2005 to 2014

D a s '

Dividends

Per Share

Projected

Dpsl

Earnings

Per Share

2005 to 2014

18ps1

Earnings

Per Share

Projected

]8ps1

6.7%

8.3%

9.70/0

5.2%

2 3 %

11.6%

5.0%

8.9%

5.2%

4.5%

8.5%

6.1%

6 .5%

5 .4%

6.6%

3.2%

3 .6%

N A

5 3 %

American States Water

California Water

Aqua America

Connecticut Water

Middlesex \Y/ater

S]\W Corp

York W ater

6.4%

1.4%

7.8%

1.9%

1.4%

3.9%

3.9%

1.3%

6.7%

Average Sample Water Utilities 3.8% 5.7% 7.1% 5 .1%

1 Value Line

Ill



Stock

Financing

Growth

Sustainable Sustainable

Growth Growth

2005 to 2014 Projected

Br + vs Br + vs

Retention Retention

Growth Grov/81

2005 to 2014 Projected

BrComoanv

1.60 0

1.4%

1.2%

3.4%

2.00 0

1.1%

3.0° o

Arnencan States Water

California Water

Aqua America

Connecticut Water

Middlesex Water

SAW COL'P

York Water

4.6%

2.90 0

4.3%

2.3%

1.6%

4.00 0

2.40 o

7.0%

3.6%

5.7%

4.1%

3.6%

4.2%

3.8%

6.20 0

4.3%

5.5%

5.70 0

3.6%

5.00 0

5.4%

8.50 o

5.0%

6.9%

7.50 O

5.60 o

5.20 o

6.8%

3.1% 4.6% 2.0% 5.1% 6.5%Average Sample Water Utilities

Docket No. W-03718A-15-0213 Surrebuttal Schedule CSB-6

Sahuarita \Y/ater Company, Inc. Cost of Capital Calculation
Suit able Growth

Sample Water Utilities

[A] 08] [C] [D] [E] [F]

[B] :
[C] :
[D] :
[E] :

[F] :

Value Line
Value Line
Value Line, Yahoo Finance, and Form 10-Ks filed with the Securities and Exchange Commission (http://vvvvver.sec.gov/)

[}3]+[D]

[q+ [D]



RawVa/ue Line

Beta

b
Spot Price3/17/2016 Met To

Book
2.8

1.9

3.4

2.1

2.4

Beta

If raw

0.52

0.60

0.60

0.45

0.60

0.60

Symbol

AVVR

CWT

W T R

CTWS

M S E X

SAW
Y O R K 0.60

2.1

$ 6

0.70

0.75

0.75

0.65

0.75

0.75

0.75

Book Value
13.97

13.48

9_57

21.34

12.61

17.26

8.71

38.72

26.18

32.13

43.76

30.74

36.28

30.49

Company
American States Water
California Water
Aqua America
Connecticut Water
Middles ex Water
SAW Corp
York Water

0.572.6 0.73Average

Docket No. W-03718A-15-0213 Surrebuttal Schedule CSB-7

Y

Sahuarita W/ater Company, Inc. Cost of Capital Calculation

Selected Financial Data of Sample Water Utilities

[A] [B] [C] ID] [E] UP [G]

[€]. Msn Money
[D]° Value Line

[E]: [C] /  [D]
[F]: Value Line
[G1= (-0.35 + [FD / 0.67



Description

3.80 0

5.70 O

7.100

5.1°o

5.100

6.50 0

DPS Growth .- Histoncall

DPS Growth - Projectedl

EPS Growdu - Hisrormf

EPS Growth .. Projected]

Sustainable Growth - Histor1ca12

Sustalnable Growth - Proiectedz

5.6%Average

g

Docket No. W-03718A-15-0213 Surrebuttal Schedule CSB-8

Sahuarita Water Company, Inc. Cost of Capital Calculation
Calculation of Expected Infinite Annual Growth in Dividends

Sample Water Utilities

[A] [B]

1 Schedule CSB-5
2 Schedule CSB-6



dododl

Company

Projected Dividend? Stage 1 growths

(QQ

do

Current Met.

Price (Plc

3/17/2016

Stage 2 grower

£81

Equity Cost
Estimate (Kl j

1.061000.950.90 6.4% 8.7%

0.790.750.710.67 6.4% 8.9%

0.820.780,740.70 6.4% 8.5%

1.271.211.141.08 6.4% 88%

0.910.860.810.77 6.4% 8.9%

0.920.870.830.78 6.4% 8.5%

6.4% 8.3%

Docket No. W-03718A-15-0213 Surrebuttal Schedule CSB-9

Sahuarita Water Company, Inc. Cost of Capital Calculation

Matti~Stage DCF Estimates

Sample Water Utilities

[A] [8] [C] [D] {E] [G]

American States Water
California Water
Aqua America
Connecticut Water
Middlesex Water
SAW Corp
York Water

38.7

26.2

32.1

43.8

30.7

36.3

30.5 0.60 0.63 0.67 0.71

m
Average

PT
n

D ,

<1+ K>'
+ D,,(1+g,,)

K - 8 , 1+K)}

Where : PT

D,
K

n

D"
8,

= current stock price

= dividends expected during stage 1

= cost of equity

= years of non - constant growth

= dividend expected in year n

= constant rate of growth expected after year n

1 [B] sea Schedule CSB-7

2 Derived from Value Line information

3 Average annual growth in GDP 1929 - 2012 in current dollars.

4 Internal Rate of Return of Projected Dividends

[Fl

ll



Sahuarita Water Company, Inc. Cost of Capital Calculation
Capitalization

Amount outstanding
as of 12/31/2014interest Rate Annual interest

Percentage of

Capital Structure

Long-Term Debt
\l(/IFA Loan 897,693 2:826>0354.20% 8

20.570 o8 8Long-Tenn Debt 97>693 2,326,035

Short-Term Debt 8 0.000 0

97,693Total Debt 4.20% 8 20.57%3

8

2,326,035

8,982,660Common Equity

Common Shares Outstanding

Paid in Capital

Retained Earnings

79.43%8Total Common Equity 8,982,660

11,308,695Total Capitalization 8 100.00%

Docket No. W-03718A-15-0213 Surrebuttal Schedule CSB-10
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EXHIBIT

BEFORE THE ARIZONA CORPORATION COMMISSION |

DOUG LITTLE
Chainman

BOB STUMP
Commissioner

BOB BURNS
Commissioner

TOM FGRESE
Commissioner

ANDY TOBIN
Commissioner

IN THE MATTER OF THE APPLICATION OF
SAHUARITA WATER COMPANY, LLC AN
ARIZONA WATER CORPORATION, FOR A
DETERMINATION OF THE CURRENT FAIR
VALUE OF ITS UTLLITY PROPERTY AND
FOR THE ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES.

)
)
)
)
)
)
)
)

DOCKET NO. W-03718A-15-0213

SURREBUTTAL

TESTIMONY

OF

MICHAEL s. THOMPSON, p. E.

UTILITIES ENGINEER

UTILITIES DIVISION

ARIZONA CORPORATION COMMISSION

APRIL 1, 2016
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SURREBUTTAL TESTIMONY
SAHUARITA WATER COMPANY, LLC

DOCKET no. W-03718A-15-0213

RECOMMENDATIONS:

Staff recommends that the original arsenic media be given an average useful service
life of 15 years, and a depreciation rate of 6.67 percent.

2. Staff furdaer recommends that regenerated arsenic media be given an average useful
service life of 2 VS years, and a depreciation rate of 40 percent.

3.

1.

Staff further recommends that SEC use the Staff recommended depreciation rates
shown in Exhibit MST-1.
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Surrebuttal Tesdinony .michael S. Thompson, P. E.

Docket No. WS-03718A~15-0213
Page 1

1

1 INTRODUCTION

2 Q. Please state your name and business address.

3 A.

4

My name is Michael Thompson. My business address is 1200 West \X/ashington Street,

Phoenix, Arizona 85007.

5

6 Q. By whom and in what position are you employed?

7 A. I am employed by the Arizona Corporation Commission ("Commission"

Utilities Engineer - Water/Wastewater in the Utilities Division.

o r as a

9

10 Q.

11

Did you submit Direct Testimony on behalf of the ACC Util i ties Division Staff

("S1afP') in this case?

12 A. Yes.

13

14 PURPOSE OF TESTIMONY

15 Q- What is the purpose of your Surrebuttal Testimony?

16 A.

17

18

To respond to the Rebuttal Testimony Bled by Geoff Caron on behalf of Sahuarita Water

Company, LLC ("SEC"). My testimony addresses Mr. Caron's comments regarding the

depreciation of the original and regenerated arsenic media.

19

20 ORIGINAL & REGENERATED ARSENIC MEDIA DEPRECIATION

21 Q. Does Staff agree with Mr. Caron's recommended depreciation rates for the original

22 and regenerated arsenic media?

23 Yes. After an extensive conversation with Mr. Caron and a review of additional information

24 was a

25

26

provided by SEC, Staff able to reach better understanding o f  t he

operational/performance aspects of die arsenic media. Therefore, Staff has rnodiied its

position and is recornrnending drat the original arsenic media be given an average useful

A.

I ill



Surrebuttal Testitnol. of Michael S. Thompson, P. E.
Docket No. WS-03718A-15-0213
Page 2

service Life of 15 years, and a depreciation rate of 6.67 percent. Staff further recommends

that regenerated arsenic media be given an average useful service life of Z Vs years, and a

depreciation rate of 40 percent.

Has Staff revised its depreciation rate table to reflect the National Association of

Regulatory Utility

regenerated arsenic media?

Commissioners ("NARUC") Accounts for the original and

Yes. Staff revised the depreciation table to include NARUC Account No. 320.4 _ Arsenic

Media, and NARUC Account No. 320.5 - Regenerated Arsenic Media. Staffs revised

depreciation table, attached to this testimony, is shown on Exhibit MST-1.

recommends dirt SEC use the Staff recommended depreciation rates shown in Exhibit

Staff

MST-1.

Does dis conclude your Surrebuttal Testimony?

Yes, it does.

ll I ll



NARUC
AccoUnt No.

Depreciable Plant
Average

Service Life
ears)

Annual
Accrual
Rate (0/0)

301 Organization
302 Franchises 0.00
303 Land and Land Rights
304 Structures & grovements 30

305 Collecting & Impounding Reservoirs 40

306 Lake, River, Canal Intakes 40

307 W/ells & Springs 30

308 In81tration Galleries 15

309 Raw Water Supply Moms 50

310 Power Generation Equlprnent 20

311 Pumping Ec1Ll1p1'I1€I1t 8

320 Water Treatment Equipment
320.1 Water Treatment Plants 3 0

320.2 Solution Chemical Feeders 5

320.3 Point-of»Use Treatment Devices 1 0

320.4 Arsenic Treatment Media 15

320.5 Arsenic Treatment Media Regeneration 2.5

330 Distribution Reservoirs 8: Standpipes
330.1 Storage Tanks 45

330.2 Pressure Tanks 2 0 n5.00
2.00331 Transmission & Distribution Moms 5 0

333 Services 3 0

334 Meters 1 2

335 Hydrants 5 0

336 Backflow Prevention Devices 1 5

339 Other Plant & Misc. Equipment 15

340 Office Furniture 8: Equipment 1 5

340.1 Computers & Software 5

341 ITransportation Etui went 5

342 Stores Equipment 25

343 Tools, Shop 8: Gaia e Equipment 20

344 Laborato Equipment 1 0

345 Power Operated Equipment 20

346 Commurucation EqulpIIl€I1t 1 0 10.00
347 IMiscellaneous E ulpment 1 0 10.00
348 Other Tangible Plant 1 0 10.00

0.00
0.00
0.00
3.33
2.50
2.50
3.33
6.67
2.00
5.00
12.5

3.33
20.00
10.00
6.67
40.00

2.22

3.33
8.33
2.00
6.67
6.67
6.67
20.00
20.00
4.00
5.00
10.00
5.00

DEPRECIATION RATES FOR WATER COMPANIES

III
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EXECUTIVE SUMMARY
SAHUARITA WATER COMPANY, LLC

DOCKET NO. w-03718A_15_0213

Staffs surrebuttal testimony recommends rates that would increase operating revenues by
$166,419 to produce operating revenues of $3,063,165 resulting in operating income of $122,456 or
a 5.75 percent increase over test year revenues of $2,896,746 Staff also recommends a revised
original cost rate base ("OCRB") of $9,359,714 Staffs recommend rate of return is 8.41 percent.

Staffs direct testimony recommended rates that would increase operating revenues by
$70,562 to produce operating revenues of $82,967,308

Typical Bill Analysis

The typical 5/8 X 3/4-inch meter residential customers with a median usage of 4,500 gallons
would experience a $2.18 or a 7.18 percent increase in their monthly bill, from $30.28 to $32.45,
under Staff's surrebuttal recommended rates.



Surrebuttal Testi1no1-J of Teresa B. Hunsaker
Docket No. W-03718A-15-0213
Page 1

1 1. INTRODUCTION

2 Q. Please state your name, occupation, and business address.

3

4 o r

5

My name is Teresa B. Hunsaker. I am a Public Utilities Analyst HI employed by the Arizona

Corporation Commission ("ACC" "Cornrnission") in the Utilities Division ("StafF'). My

business address is 1200 West Washington Street, Phoenix, Arizona 85007.

6

7 Q. Are you the same Teresa B. Hunsaker who filed direct testimony in this case?

8 A. Yes, I am.

9

10 11. PURPOSE OF SURREBUTTAL TESTIMONY

11 Q. What is the purpose of your surrebuttal testimony in this proceeding?

12 The purpose of my surrebuttal testimony in dais proceeding is to respond, on behalf of Staff,

to the rebuttal testimony of Sahuarita Water Company ("SaY/C" or "Company") witnesses Mr.

Geoff Caron and Mr. Thomas J, Bourassa regarding revenue requirement, rate base, and

operating revenues and expenses.

17 Q. Did you attempt to address every issue raised by the Company in its rebuttal

testimony?

19 A.

A.

A.

No. I limited my discussion to certain issues as oudjned below. My silence on any particular

issue raised in the Company's rebuttal testimony does not indicate that I agree with the

Company's stated rebuttal position on die issue. Rather, where I do not respond, I rely on

my direct testimony.
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Surrebuttal Testimony Teresa B. Hunsaker
Docket No. W~03718A-15-0213
Page 2

I

1 III. SUMMARY OF PROPOSED REVENUES

2 Q. Has Staff reviewed Mr. Bourassa's rebuttal testimony regarding revenue requirement

3 for the Company?

4 Yes.

5

6 Q. Please summarize the proposed and recommended revenue requirement, revenue

7 increases, and percentage increase.

8 The proposed and recommended revenue requirement, revenue increase, and percentage

9 increase are as follows:

10

Company - Direct
Staff - Direct
Company - Rebuttal
Staff - Surrebuttal

Revenue Requirement
$3,229,480
$2,967,308
$3,173,385
$3,063,165

Revenue Increase
$332,733
370,562
$276,638
3166,419

0/0 Increase
11.49%
2.44%
9.55%
5.75%

11

12 Q.

13

What are the primary reasons why the Colllpany's revenue requirement is higher and

proposed increase larger than Staffs recommendation?

14 A. The difference in revenue requirement is primarily a result of the differences in plant in

15 service, cost of capital, and operating expenses.

16

17 IV. RATE BASE

18 Q. Has Staff reviewed Mr. Bourassa's rebuttal testimony regarding rate base for the

19 Company?

20

21

Yes. The Company's Being treats the original cost rate base ("OCRB") the same as the fair

value rate base l"FVR8").

22

A.

A.

A.



I
I

rn Surrebuttal Testimo, J of Teresa B. Hunsaker
Docket No. W-03718A-15-0213
Page 3

1 Q.

2

Would Staff please identify the respective rate base proposed by the Company and

recommended by Staff?

3 Yes, the rate bases proposed by the Company and recommended by Staff are as follows:

4

Company - Direct
Staff - Direct
Company - Rebuttal
Staff - Surrebuttal

OCRB/FVRB
39,298,032
$8,778,456
$9,359,714
$9,359,714

5

6 Q. What changes did Staff make to Rate Base in surrebuttal testimony?

7 Staff made changes to due following adjustments:

8

9 1.

10

11

12

13

Rate Base Adjustment No. 1 __ Plant Reclassifications

Rate Base Adjustment No. 2 - Plant Additions and Retirements

Rate Base Adjustment No. 4 - Accumulated Depreciation ("A/D")

Rate Base Adjustment No. pa - Contributions in Aid of Construction ("ClAC") and

Accumulated Amortization

14 Rate Base Adjustment No. 5b __ Accumulated Deferred Income Taxes ("ADIT")

15

16 Q. Will Staff please discuss the Company's proposed OCRB?

17

18

19

20

21

22

A.

A.

A.

Yes. Staff worked directly with the Company after Staffs direct testimony was filed to

correct the Company's proposed QCRB. The Company has detailed these changes in its

rebuttal testimony by both of the Company's witnesses. Based on these discussions and

responses by the Company to Staffs data requests, Staff and the Company were able to

resolve the issues in due OCRB. Staff will address the rebuttal rate base adjustments to

OCRB to Plant in Service ("PIS"), Accumulated Depreciation ("A/D"), Contribution in Aid

4.

5.

2.

3.



Surrebuttal Testimony Feresa B. Hunsaker
Docket No. W-03718A-15-0213
Page 4

1

2

of Construction ("CIAC") and Accumulated Amortization, and Accumulated Deferred

Income Taxes ("ADIT") .

3

4 P/ani in $87w26e ('7P/5 'Q

5 Q. Does Staff concur with the Company's proposed PIS adjustments in the Colnpany's

6 rebuttal testimony?

7 A.

8

Yes. Staff worked directly with the Company to properly reflect the following as shown in

Staffs Adjustments No. l and No. 2:

9

10 Reverse the retirements for arsenic media,

11 Reclassification of the arsenic media costs and water treatment equipment,

12 3.

13

Reclassification of the original arsenic media costs; and,

Retirement of original arsenic media.

14

15 Q. Does Staff concur with the Company's proposed rebuttal treatment of the

16 reclassification of the original arsenic media costs to a separate plant account?

17 A. Yes. Staff concurs with the Company that the useful life for the original arsenic media costs

18 is approximately 15 years.

19

20 Q. Does Staff concur with the Company's reclassification of the Water Treatment

21 Equipment?

22 A. Yes. Staff concurs with the Company's reversal of the $120,000 retirement of arsenic media

23 costs as shown in Staffs Adjustment No. 2.

24

4.

2.

1.
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Surrebuttal Test:imo1. Jr Teresa B, Hunsaker
Docket No. W-03718A-15~0213
Page 5

1 Awznw/ated Depretiazion ("/1/D >p

2 Q. D o e s  S ta f f  c o n c u r  w i th  th e  C o mp a n y ' s  p r o p o s e d  A /D  a d ju s tme n ts  i n  t h e  C o mp a n y ' s

3 r ebu t ta l  tes t imony?

4

5

6

Yes. Staff concurs with the Company's proposed A/D adjustments. Due to the proposed

adjustments to PIS, the proposed A/D adjustments are appropriate as reflected in the plant

reconstruction provided by the Company as shown in Staffs Adjustment No. 4.

7

8 C0f1lfz'6w'i0nJf in Aid of C0n.fM1cfi0n ("CIAC'Q

9 Q. D o e s Staff c o n c u r  w i t h  t h e  C o m p a n y ' s  p r o p o s e d  a d j u s t m e n t s  t o  C I A C  a n d / o r

10 Accumulated Amortization?

11 A. Yes. Staff concurs with the Company's proposed CMC adjustments to die accumulated

12 amortization as shown in Staffs Adjustment No. pa.

13

14 A4411/fzzz/aled Dfjéwed /n60w8 Taxer; ('?1DIT'Q

15 Q. Does  S ta f f  concu r  w i th  the  Company 's  p r oposed  ad jus tmen ts  to  ADIT?

16 A. Yes. Staff concurs with the Company's proposed adjustments to ADIT in Staffs Adjustment

17 No. Cb.

18

19 v. OPER.ATING INCOME

20 Q. What  changes  d id  S ta f f  make  to  Opera t ing  Income in  i ts  su r rebu t ta l  tes t imony?

21 Staff made changes to the following adjustments:

22

23

24

Operating Income Adjustment No. 7 - Depreciation Expense

Operating Income Adjustment No. 9 - Income Tax Expense

25

A.

A.

2.

1.



Surrebuttal Testimony Teresa B. Hunsaker
Docket No. W-03718A-15-0213
Page 6

I

\

1 Q. Has Staff reviewed Mr. Bourassa's rebuttal testimony regarding revenue and expenses

2 for the Company?

3 A. Yes.

4

5 Q. Does Staff concur with all of the Company's expense adjustments in the Company's

6 rebuttal testimony?

7 No. Staffs depreciation expense is only different due to rounding, and Staff will address do

8 Company's rebuttal testimony regarding incentive pay bonuses to contract employees.

9

10 Dqbreciafion E>gDen,fe

11 Q. Please describe the total difference in Staffs depreciation expense to the Company's

12 depreciation expense.

13

14

15

16

17

Staff depreciated Original Arsenic Media - Plant Account 320.4 at 6.67 percent as shown on

Schedule TBH-18. Staffs total adjusted depreciation expense for the test year is $522,028

The Company depreciated Original Arsenic Media - Plant Account 320.4 at 6.66 percent on

Rebuttal Schedule C-2, Page 2. The Company's total adjusted depreciation expense for the

test year is $22,049. The total difference is $21.

18

19 Contractual Xen/ice; .- Mafzagefffent Fee; Eygteme

20 Q.

21

Does Staff concur with the Company's proposed contractual services .- management

fees expense adjustment for bonuses in the Company's rebuttal testimony?

22

23

24

25

26

No. Staff continues to disagree with the inclusion of incentive pay bonuses with payroll taxes

for non-dedicated and dedicated employees of Rancho Sahuarita Management Company

("RSMC"). Staff removed all incentive pay bonuses for both non-dedicated and dedicated

contract employees in the amount of $21,470. RSMC has steadily increased the salaries of the

contract employees over the years as their duties and responsibilities have changed. Through

A.

A.

A.

ll
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Surrebuttal Tesdmo J Jr Teresa B. Hunsaker
Docket No. W-03718A-15-0213
Page 7

1

2

3

4

numerous data requests provided by the Company, Staff reviewed the salary increases without

bonuses over several years (Projected 2015, Test Year 2014 and 2013) and the increases

varied from approximately 0.5 percent to approximately 18.0 percent. The national average

in 2015 for pay increases has projected an increase of 3.0 percent.

5

6 Q. Did Staff review the distribution of the incentive pay bonuses to dedicated employees

7 in 2014? Please explain.

8

9

10

11

Yes. Staff reviewed the distribution of incentive pay bonuses to non-dedicated and dedicated

contract employees covered by RSMC. Approximately 66 percent of these bonuses were paid

to seven dedicated contract employees (13 total employees) including one employee that is

allocated at 89 percent to the Company directly. The dedicated employees in managerial or

12

13

supervisory roles consisted of four employees that were provided with approximately 95

percent of these bonuses.

14

15 Q. Did Staff review the distribution of the incentive pay bonuses to non-dedicated

16 employees in 2014? Please explain.

17 Yes. The four non-dedicated employees received approximately 38 percent of their entire

18 bonuses from the Company and 62 percent from an affiliate Company. However, the

19 Company has been allocated from 10 percent to 30 percent of their salary and benefits.

20

21 Q.

22

Has Staff been provided with incentive plans or documentation to support that

bonuses are part of the total compensation package?

23

24

25

No. In the Company's response to Data Request TBI-I 1.34b, the Company stated drat

"There is nothing in writing and it is entirely up to the Managing Partner. Items that are

considered are overall performance and vehicle use. During the year, employees are not

II

A.

A.

A.
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1

2

reimbursed for the use of their private vehicles and this is also taken into consideration at the

end of due year." Staff has provided a copy of this data request in Attachment A

3

4 Q. What is Staffs recommendation?

5

6

7

8

Staff continues to recommend that no incentive pay bonuses to dedicated or non-dedicated

contract employees be funded by rate payers. Staff recommends that all contract employees

be required to properly account for the use of their personal vehicles for business purposes

and be reimbursed by the Company.

9

10 /n60m8 Taxer; Expense

11 Q. Did Staff  make any corrections in its schedule to test year Income Tax Expense

12 A. Yes. Staff inadvertently linked the wrong tax rates in direct testimony that created an error in

13 Staff has properly linked the appropriate tax rates in surrebuttal testimony

14

Adjustment No. 9.

and schedules.

15

16 Q. Did Staff nlake an adjustment to test year Income Tax Expense

17 A.

18

19

Yes. Staff applied the Company's income tax rates as provided on the Company's Schedule

C-3, Page 2 for this LLC to Staffs adjusted test year taxable income. Income tax

for due test year and recommended revenues are shown on Schedules TBH-11 and TBI-I-20

20

21 VI. RATE DESIGN

22 Q. What is Staffs recommended rate design for waterservice?

23 A. The Staffs recommended rates are shown on Surrebuttal Schedule TBH-21, pages 1 and 2

24

A.

II
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1 Q.

2

Did Staff review the recommended revenue requirement generated in direct testimony

as discussed by the Company in its rebuttal testimony?

3 Yes. Staff reviewed the recommended revenue requirement through Staffs recommended

4

5

rate design. Due to Staffs acceptance of die Company's usage normalization and revenue

annualization, Staff adjusted the rate design in surrebuttal to take into consideration these

6 adjustments to revenue.

7

8 Q.

9

What is the rate impact on a typical 5/8 X 3/4-inch meter residential customer with

median usage in Staffs recommended surrebuttal rates?

10 A.

11

12

The typical 5/8 X 3/4-inch meter residential customers with a median usage of 4,500 gallons

would experience a $2.18 or a 7.18 percent increase in their monthly bill, from $30.28 to

$32.45, under Staffs recommended rates. A typical bill analysis is provided on Schedule

13 TBI-I-22.

14

15 Q. Does this conclude your surrebuttal testimony?

16 Yes, it does.

mu

A.

A.



SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

SURREBUTTAL TESTIMONY OF TERESA B. HUNSAKER

TABLE OF CONTENTS TO SURREBUTTAL SCHEDULES TBH

SCH # TITLE

TBH-1
TBH~2
TBH-3
TBH-4
TBH-5
TBH-6
TBH-7
TBH-8
TBH-9a
TBH-9b
TBH-10
TBH-11
TBH-12
TBH-13
TBH-14
TBH-15
TBH-16
T8H-17
TBH-18
T'BH~19
TBH-20

REVENUE REQUIREMENT
GROSS REVENUE CONVERSION FACTOR
RATE BASE ORIGINAL COST/FAIR VALUE
SUMMARY OF ORIGINAL COST RATE BASE ADJUSTMENTS
RATE BASE ADJUSTMENT NO. I - Plant Reclassification
RATE BASE ADJUSTMENT NO. 2 - Plant Additions and Retirements
RATE BASE ADJUSTMENT NO. 3 - Post»Test Year Plant
RATE BASE ADJUSTMENT NO. 4 - Accumdated Depreciation
RATE BASE ADJUSTMENT NO. pa - Contributions in Aid of Constriction ("CIAC") Amortization
RATE BASE ADJUSTMENT NO. Cb - Accumulated Deferred Income Taxes ("ADIT")
OPERATING INCOME STATEMENT - ADJUSTED TEST YEAR AND STAFF RECOMMENDED
SUMMARY OF OPERATING INCOME STATEMENT ADJUSTMENTS - TEST YEAR
OPERATING INCOME ADJUSTMENT NO. 1 - Expense Reclassifications
OPERATING INCOME ADJUSTMENT NO. 2 - Contractual Services ,- Odder Expense
OPERATING INCOME ADJUSTMENT NO. 3 - Management Fees Expense
OPERATING INCOME ADJUSTMENT NO. 4 - Water Testing Expense
OPERATING INCOME ADJUSTMENT NO. 5 - Rate Case Expense
OPERATING INCOME ADJUSTMENT NO. 6 - Not Used
OPERATING INCOME ADJUSTMENT No. 7 .- Depreciation Expense
OPERATING INCOME ADJUSTMENT No. 8 - Property Taxes Expense
OPERATING INCOME ADJUSTMENT NO. 9 - Income Tax Expense

I



LINE
NO. DESCRIPTION

[A] [8]
COMPANY
ORIGINAL

COST

STAFF
QRIGINAL

COST

SAHUARITA WATER COMPANY LLC
Docket No. w-03718A_15_0213
Test Year December 31, 2014

Surrebuttal Schedule TBH-1

REv'E'N1f1§ 'REQUIREMENT

1 Adjusted Rate Base 89,298,032 39,359,714

2 Adjusted Operating Income lLossl 3598,003 3664,683

3 Current Rate of Return (LZ /Ll ) 6.43% 7.10%

4 Required Rate of Return 9.20% 8.41%

5 Required Operating Income ILL * L11 $855,419 $787,140

6 Operating Income Deficiency ITS - LZ) $257,416 $122,456

7 Gross Revenue Conversion Factor 1.2926 1.3590

8 Required Revenue Increase (1.7 * L6) $332,734 $166,419

9 Adjusted Test Year Revenue 352,896,746 32,896,746

10 Proposed Annual Revenue (LB + LE) 33,229,480 33,063,165

11 Required Increase in Revenue 1°/01 11.49% 5.75%

References:

Column [A]: Company Schedule B-1

Column {B]; Staff Schedules OCRB, GRCF, TYOI & COC

I'll\\ al

I



TES( Year Staff Recommended

Tom! atgf Tod \X/8ater

$52,896,746
2,1 m 169

80/494

$2,896,746
2,116,169

80,494

$3,063,165
2,119,134

80_494

$3,0(3,165
2,119,134

80,494

5 700>084
2.7401 /

s 700,084

2.7401 /
$ 863x537

Z859Z/
s 863,537

Z8592/

s
$

s

19,183
680,901

14.2034 /
96,711

96,711s

s
s

s

19,183
680,901

1442034/
96,711

s 96,711

s
$

s

24,690

838,846
157598 /

132,201

$ 132.201

s

$

8

24,690

838,846
15.7598 /

132,201

S 132,201

115,895 s 115.895 $5 156,892 156,892s

Wastewater
$0

00000 /

Water
59,359,714

0.8600 /

$0 $80494

SAH U AR I T A  W AT E R  C O M P AN Y  L L C
Docket No, W-03718A-15-0215
Test Yea: December 31, 2014

Surrebutlal Schedule TBH-2

GROS S  RE V E NUE  CONV E RS I ON F ACT OR

[AJ F51 [q [D] [E]

Dcscripdon

1
2

3
4

5
6

CafcuiaOorr ofGr9fJt Revenue Co?/w8rr5l:I Farrow

Revenue

Uncollectible Factor (Line 11)

Revenues @1 L21
Combined Federal and State income Tax and Property Tzu: Rate (L23)

Subtotal (LE - LA)
Revenue Conversion Factor (Ll / L5)

100.0000"/o

0.0000%
100.0000%
26.4168%
73.5832° /0

1.359005

100.0000%
25.0817%
74.9183%
0.0000%

7
8

9
10
11

Calm/alian it" I 77I[01/zrtilzle Farrar?

Un i ty

Combined Federal and State Tax Race (L17)
One Minus Combined Income Tax Rate (L7 - LB)

Uncollectible Rate
Uncollectible Factor (LE * L10)

0.0000"/o

100.00000/0
3.3693%

')6.6307° /» »
22.4694%
21.71294

12
13
14
15

16
17

Calculation ME/krliur Tax RaZz:

Operating Income Before Taxes (Arizona Taxable Incornel
Arizona State Income Tax Rate ( L57 Col E)
Federal Taxable Income (L12 - L13)
Applicable Federal Income Tax Rare (L56 Col E)
Effective Federal Income Tax Race (L14 * L15)

Combined Federal and Site Income Tax Rate (L13 +L16)
25.081T° /0

1000000%
25.0817%
74.9183%

17s21%
1.3-31%

18

19
20
Z1
22

23

Cakuhtian 0/Eflértive Pmrneqy Tax Farra r

Unity
Combined Federal and State Income Tax Rate (1.17)
One Minus Combined Income Tax Rate (L18 L19)

Property Tax Factor
Effective Property Tax Factor (L20 * L21)
Combined Federal and State Income Tax and Property Tax Rate (L17 + 122)

26 .4168%

s
s

787,140

664,683
24
25
26

Required Operating Income (Schedule TBI-I-1> LS)
Adlustcd Test Year Operzating Income [lass) (Sdxedule TBI-I» 10, L32)
Required Increase in Operating Income (L24 - L25) s 1z;456

S

S

156,892
115895

27
28
29

Income Taxes on Recommended Revenue (Col. [5], 1.52)
Income Taxes on Test Year Revenue (Col. [CL L52)
Required Increase in Revenue to Provide for Income Taxes (L27 . 128) $ 40,997

s 3,063,1(5
0.0000%

$0
$0

30
31
32
33

34

Recommended Revenue Requirement (Schedule TBH-1, L10)
Uncollectible Rate (L10)
Uncollectible Expense on Reccmrnended Revenue (L24 * L25)
Adjusted Test Year UncollecUble Expense

Required Increase in Revenue to Provide for Uncollectible Exp,
$0

$157,528

$154,562
35
36
37

Property Tax with Recommended Revenue (Schedule TBH-39, LIE)
Property Tax On Test Year Revenue (Schedule TBH-19, L20)
Increase in Property Tax Due to Increase in Revenue (L35 - L36) (Schedule TBH~19> Ill) 3 2,966

38 Total Required Increase in Revenue (L26 + 129 + L34 +L37) l$ 166,419

(Aw (Bl (0 (Do rEl

39
40
41

42
43
44
45
46
47
48

49
50
51
52

Calmlarion qflnrpwz Tax

Revenue
Operating Expenses Exeludjng Income Taxes
Synchronized Interest (IAN)
Arizona Taxable Income (L39 - L40 »  LAI)
Arizona State Effective Income Tax Rate (see Company Schedule C-3, Page 2)
Arizona Income Tax lI_A2 * LAB)

Federal Taxable Income (IAN »  IAN)
Federal Tax Rate (see Company Schedule C-3, Page Z)
Federal Tax

53
54

Tore] Federal Income Tax
Combined Federal and State Income Tax (L35 + IA2l

2Z.4694"/a
55
56
57

COMBlNED Appl\cable Federal Income Tax Rare [Col. [DL L53 - Col. [A1> L53] / [Col. [D], L45 - Col. [A], L451
Applicable Federal Income Tm Rate [Col. [F1, L53 - Col. [C], L53] / [Col. [FL, IS - Col [CL IS]
Applicable Stare Income Tam Rate [Col. [F] L44 - Col. sq, IA41 / [Col [F], L42 » Col. [CL IA21

22.469494
3.36930/0

58

59

60

Caz'arZauf£an qffnfereff ,1=r:{"vrf1t/:qatzo::.

Rate Base

Weighted Average Cost at' Debt
Synchronized Interest (L59 * L60)

I

Line

N

I



RATE BASE - ORIGINAL COST/FAIR VALUE

LINE
NO. DESCRIPTION

A
-

I

REF

C
COMPANY

AS
FILED

STAFF
ADIUSTMENTS

STAFF
AS

ADJUSTED

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

Surrebuttal Schedule TBH~3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service

$527,468,728

6,309,380

$21,159,348

(839,152) 1,2,3

(161,732)

122,579

4

$27,429,576

6>147,648

$21,281,927

LESS:

Net Contribution in Aid-of Construction (CIAC) $6,335,865 322,097 pa $6,357,962

Advances in Aid of Constmcdon (AIAC) 5,189,497 0 5,189,497

Customer Deposits 52,876 0 52,876

Accumulated Deferred Income Taxes (ADIT) 283,077 38,801 Cb 321,878

Total Deductions $11,861,315 360,898 $11,922,213

ADD:
Unamortized Finance Charges $0 30 $0

Deferred Tax Assets 0 0 0

Allowance for Working Capital 0 0 0

Rounding (1) 1 0

Total Additions w e $1 $0

Original Cost Rate Base $9,298,032 61,682 $9,359,714

References:
Column IA]: Company Schedule B-1
Column 1B1z Schedde TBH-4
Column AC]: Column [A] + Column [B]



[Al [C I E FF] IGGY

COMPANY
AS FILED

Plant Reclass

ADI No. 1

Plant Add and Retire
ADI No. 2

Post Test 3 ear

ADI No. 3

Acc um. Dc-p.

AD] No. 4

CLAC
AD'{No5a

ADIT
ADI No. Cb

STAFF
ADJUSTED

ReE Sch TEH-5 Rel Sch TBH-6 Rel Sch TBH-7 RcE Sch TBH-8 Ret? Sch TBH»9a ReE Sch TBH-9b

ACCT.
NO.

LINE
NO. DESCRIPTION

Sd1€dL\1€.  I uI
TBS 5
TBH 6
TBH-7
TBI-I~8
TBH-9a
TBH»9b

1

2

3

4

So

Sb

SA.HUARITA WATER COMPANY LLC
Docket No. w~03718A-1541213
Test Year December 31, 2014

Surrebuttal Schedule TBH-4

I SUMMARY OF ORIGINAL COST RATE BASE ADJUSTMENTS

1 $0
0

0

0

0

0

0

{2,121,053)

1,499,569

46,479

(152,307)

575,005

152,307
(1(848,872>

1,811,998

36,874

$0 $7,541

354403

13.636

401.832

2141644

549.708

195.407

0
L499569

46_479

0

417.503

150657

0

1.811.998

36.874

13.281.053

1256.719

1489.172

732.251

0

0 160.855
1u607
139706

0

59.721

3

4

5

6

7

8

g

10

11

12

13

14

15

16

17

15

19

20

21

22

23

24

25

ZN

27

28

29

30

31

32

PL4NT IN SERVICE:

301 Organization Costs

302 Franchise Costs

303 Land & Liilld Rights

304 Structures & Improvements

307 Wells & Springs

310 Power Generation Equipment

311 Eleeurie Pumping Equipment

320 Water Treatment Equipment

320.1 \Voter Treatment Plants

320.2 Solutions & Feeders

320.3 Arsenic Media

320.4 Original Arsenic Media

3205 Regenerated Arsenic Media

330 Distribution Reservoirs 84 Standpipes

330.1 Storage Tank

330.2 Pressure Tanks

331 Transmission & Distribution Mains
333 Services
334 Meters 8: Meter Installations
335 Hydrants
336 Backflow Prevention Devices
339 Other Plant & Misc. Eq11=p
340 Office Furniture & Fixtures

340.1 Computer & Software
341 Txansponation Equipment
342 Store Equipment
343 Tools BL \Volk Equipment
344 Laboratory Equipment
345 Power Operated Equipment
345 Communications Equipment
347 Miscellaneous Equipment
348 Odder Intangibles

$1541

352,403

13,636

401,832

2,142,644

549,708

195,407

2,001,053

0

0

152,307

0

0

1,848,872

0

0

13,281,053

2,256,719

1,489,172

732,251

1,660

0

160,855

122,607

139,706

0

37,840

132

0

577,721

695

1 007 914

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

$0

0

0

0

0

0

0

120,000

0

0

0

(157,503)

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

$0

0

0

0

0

0

0

0

0

0

0

0

(1,650)

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

$0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0 1.002.914

$0 527,429,576

6.141648

$21,281,927

33
34
35

Gross Udiity Plant in Service
Less' AccununmlatedDzpredatzon
Net Uuliry Plant m Service (L29 - L30)

$277468,728

6,309,380
$21,159,348

$0

0

$0

($37,503)

0

(537,503)

(81,650)

0

(81,650)

$0

(161,732)

$161,732 $0

(22,097)
$22,097

0

$0
0

so
0

36
37
38
39
40
41
42

DED UCTIONX
Conufbutions in Aid of Construction (CLAC)
Less: Accumulated Amurtizadon

Net CIAC (1.32 - L33)
Advances in Aid of Construction (AIAC)
Customer Meter Deposits
Accumulated Deferred Income Taxes (ADIT)
Total Deductions

$7,712,717

1,376,852

$6,335,865

5,189,497

52,876

283,077

$11,861,315

$0
0

$0

0

0

0

$0

$0

0

$0
0

0

0

$0

$0

0

$0

0

0

0

$0

$0

0

50

0

0

0

so $22,097

38.801

538_801

$7,712,717

1.354.755

$6,357,962

5189_497

51876

321.878

S11.922.215

$0 $0 $0
43
44
45
46
47

ADDITIONX:
Unamortized Finance Charges
Deferred Tax Assets
Allowance for Working Capital
Rounding
TD{81 Additions

$0
0

0

(1)
(81)

$0

0

0

0

$0

$0

0

0

0

$0

$0

0

0

0

so

$0
0

0

0

$0 $0 $1 $0

48 ORIGINAL COST RATE BASE $9,298,032 S0 (537,503) (81,650) $161,732 (522,097) ($38,800) $9,359,714

2

l I l\II1mI1



RATE BASE ADJUSTMENT NO. 1 .. Plant Reclassification

SAHUARITA WATER COMPANY LLC
Docket No. \V~03718A-15-0213
Test Year December 31, 2014

Surrebuttal Schedule TBH-5

[8]

ADIUSTMENT
LINE
NO.

1
2
3
4
5
6
7
8
9

DESCRIPTION
Water Treatment Equipment
Water Treatment Plants
Solutions & Feeders
Arsenic Media
Original Arsenic Media
Regenerated Arsenic Media

Distribution Reservoirs & Standpipes
Storage Tank
Pressure Tanks

[A]
COMPANY
AS FILED

32,001,053
0

O

152,307

0

0

1,848,872

0
- _ - __0

(2>121:053)
1,499,569

46,479
(152,307)
575:005
152,307

(1,848,872)
1,811>998

[C]
STAFF

ADJUSTED __ .

(3120>000)

1,499,569

46,479

0

575,005

152,307

0

1,811,998

36,87436,874

REFERENCES:
Column [A]: Company Schedule B-2
Column 181: Testimony TBH
Column AC]: Column [A] + Column [B]

Ill IH



RATE' BAs1=§ AD `STMENT no. 2 . .  Plant Additions and Retirements

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

Surrebuttal Schedule TBH-6

[A]
COMPANY
AS FILED

UP]

LINE
NO.

1

2

3
4

DESCRIPTION
Original Arsenic Media Additions (Batch 3.0)

Original Arsenic Media Retirement (original - Batch 1.0)

Water Treatment Equipment (Misclassified)
Total

30

0

0

$0

ADJUSTMENT
$130,000

(287,503)

120,000

($37,503)

STAFF
ADJUSTED

$130,000
(287,503)
120.000
(837,503)

REFERENCES:
Column [A]: Company Schedule B-2
Column [B]: Testimony TBH
Column AC]: Column [A] + Column [B]

l \vIII



RATE BASE ADJUSTMENT NO. 3 - Post-Test Year Plant

SAHUARITA WATER COMPANY LLC
DocketNo. W-03718A-15-0213
Test Year December 31,2014

Surrebuttal Schedule TBH-7

IB]
LINE
NO.

1
DESCRIPTION
Regenerated Arsenic Media

[Al IC]
COMPANY STAFF
AS FILED ADIUSTMENT ADIUSTED

$152,307 $150,657($1,650l

REFERENCES:
Column [A]: Company Schedule B-2
Cohen [B]: Testimony TBH
Column [C]: Column [A] + Column [B]



RATE BASE AD USTMENT NO. 4 - Accumulated Depreciation

SAHUARITA WATER COMPANY LLC
DocketNo. W-03718A-15-0_13
TestYear December 31, 2014

Surrebuttal Schedule TBH-8

LINE
NO. DESCRIPTION

[A]
COMPANY
AS FILED ADIUSTMENT

[8]
STAFF

ADJUSTED

1 Accumulated Depreciation 36,309,380 <_3§161,732>

REFERENCES:
Column [A]: Company Schedule B-2
Column [B]: Testimony TBH
Column [C]: Column [A] + Column [B]



RATE BASE ADJUSTMENT NO. pa - Contributions in Aid of Construction ("ciA.b" Amortization

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15~0213
Test Year December 31, 2014

Surrebuttal Schedule TBH-9a

NO. DESCRIPTION
CLAC Amortization
Total

[A]
COMPANY
PROPOSED

[B]
STAFF

A D_lUSTM:t8NT

[C]
STAFF

RECOM;MJ8ND18D
$1,354,755

$1,354,755

$1,376,852
$1,376,852 _ _ _ _

(322,097)
<$22,097_)

References:
Column [A]: Company Schedule C-2 & Workpapers
Column 181: Testimony TBH, Company Rebuttal Schedule 8-2
Column [C]: Column [A] + Column [B]



RATE BASE AD USTMENT NO. 5b - Accumulated Deferred Income Taxes ("ADIT")

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

Surrebuttal Schedule TBH-9b

LINE
NO. DESCRIPTION

1 ADIT
2 Total

[A]
COMPANY
PROPOSED

[B]
STAFF

ADIUSTMIENT
$38,801

$38,801

STAFF
RECOMMENDED

$321,878

$321,878
$283,077

$283,077

References:
Column [A]: Company Schedule C-2 & Workpapers
Column 181: Testimony TBH, Company Rebuttal Schedule B-2
Column AC]: Column [A] + Coluxml [B]



LINE
NO.

ACCT.
NO. DESCRIPTION

[A]
COMPANY
ADJUSTED
TEST YEAR

AS FILED

[B]

STAFF

TEST YEAR
AD1USTMENTS REF

[C]
STAFF

TEST YEAR
AS

ADYUSTED

[D]

STAFF
RECOMMENDED

CHANGES

UP]

STAFF
RECOMMENDED

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A~15-0213
Test Year December 31, 2014

Surrebuttal Schedule TBH-10

OPERATING INCOME STATEMENT . ADJUSTED TESTYEARAND STAFF RECOMMENDED

$2,843,219

0
$0

0
0

$0

$3,009,638461 Metered Vi/'ater Sales

460 Water Sales - Unmetered
474 Odder Operating Revenue

Tota l Operating Revenues
53,527

$2,896,746

$2,843,219

0

53,527

$2,8967746

$166,419

0
0

$166,419

0
53,527

$3,063,165

6 OPERATING EXPENSEX.

1

$0
5,265

138,933
14,734
96,406

0

$0

0
0

0
0
0
0
0
O

01, 2

3

1,4

13,497
10,603

7,968
115,031

736,267
13,975

1,666
20,650
17,137

S

601 Salaries 8: \Wages
610 Purchased \Voter
615 Purchased Power

618 Chemicals
620 Repairs 8: Maintenance

621 Office Supplies & Expense
630 Contract Services Accounting

633 Contract Services - Legal
631 Contract Services - Eng
636 Contract Services - Other
634 Management Fees

635 Contractual Services - Water Testing
641 Rents

650 Transportation Expense
657 Insurance »  General Liability

659 Insurance - Health & Life
666 Regulatory Commission Expense - Rate Case
675 Miscellaneous Expense
670 Bad Debt Expense
403 Depreciation Expense
408 Trues Other than Income

7

0
0

0
0
0
0
0
0
0

0
0

28

$0
5,265

138,933
14,734

102,989

0
13,497
10,603

7,968
126,034

765,161

5,341
1,666

20,650

17,137
0

50,000
29,504

541
721,109

10,350
154,562
102,700

(1)

8

9

408.11 Property Taxes
409 Income Tax

Rounding
Total Operating Expenses $2,298,743

$0
0
0

0
(6,584)

0
0
0

0
(11 ,0031
(28,894)

8,634
0

0
0

0
(20,000)

0
0

(22,028)

0
0

13,195
0

($66,680>

0
30,000
29,504

541
699,081
10,350

154,562
115,895

(1)
$2,232,063

2,966
40,997

0
$43,962

$0
5,265

138,933
14,734

96,406

0
13,497

101603
7,968

115,031
736,267

13,975
1,666

20,650
17,137

0
30,000
29,504

541
699,081
10,350

157,528
156,892

0 )
$2,276,025

Operating Income (Loss) $598,003 $66,680 $664,683 $122,456 $787,140

References
Column [A]: Company Schedule C-1

Column [B]: Schedule TBH-11
Column ]C]: Column [A] + Column [B]
Column [D]: Schedules TBH-1, TBH-2 and TBH-18
Column [E]: Column [C] + Column [D]

I
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OPERA3*ING INCOME ADJUSTMENT NO. 1 - Expense Reclassifications

)
•

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31,2014

Surrebuttal Schedule TBH-12

LINE
NO. DESCRIPTION

I Repairs and Maintenance
2 Contract Services .. Odler
3 Water Testing
4 Total

[A]
COMPANY
PROPOSED

[B]
STAFF

ADJUSTMENT
l3$6,584)
(1,020l
7,604

$0

{C]
STAFF

RJ8(;OMMEND18D
$96,406

125,014

12,945

$234,364_

- 3102,989 ..
126,034

5,341
$234,364

References:
Column [A]: Company Schedule C-2 & Workpapers
Column [BI: Testimony TBI-I
Column [CI: Column [A] + Column [B]



OPERATING INCOME AD USTMENT NO. 2 .. Contractual Services ... Other Exp_ense ..

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

Surrebuttal Schedule TBH-13

LINE
NO. DESCRIPTION

1 Contractual Services - Other Expense

2 Total

[A]
COMPANY
PROPOSED

LB]
STAFF

ADIUSIMENT

[C]
STAFF

Iu8commt8nD18D

_ - -.. $116,051

$116,051
$126,034

$126,034

ll$9,983)
(359,983)

Staff Adjustments

Contractual Services - W/orkman's Comp lReclass to Mgmt. Servicesl

Total Adjustment

$9,983

$9,983

References:

Column [AL: Company Schedule C~2 & Workpapers
Column [8]; Testimony TBI-I
Column [C].- Column [A] + Column [B]

j



OPERATING INCOME ADJUSTMENT NO. 3 - Management Fees Expense

4
*

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

Surrebuttal Schedule TBH-14

LINE
no. DESCRIPTION

1 Management Fees Expense
2 Total

[A]
COMPANY
PROPOSED

[C]
STAFF

RECOMMENDED
$765,181
$765,161

8]
STAFF

ADJUSTMENT
(8283894)
($28,894_)

536,267
37361267

Staff Adjustments

Remove Management Services for Underpayment of Mar. to Nov. 2013 Ex

Remove Bonuses with payroll taxes for Non-Dedicated Employees

Remove Bonuses wider payroll taxes for Dedicated Employees

Reclass V(/orkman's Compensation from Contractual Services
Total Adjustment

$17,407
8,552

12,918
(9,_983l_

..- $28,894.

References:
Column [AL: Company Schedule C~Z & Workpapers
Column [B]: Testhnony TBH
Column 1C1: Column [A] + Column [B]

HI I



OPERATING 1ncom'E AD USTMENT NO. 4 .. Water Testing_Expense

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

Surrebuttal Schedule TBH-15

LINE
NO.

1
2

DESCRIPTION
Water Testing Expense
Total

[B]
STAFF

ADIUSTMENT

{C]
STAFF

RECOMM8N1;>ED

.. $6,371
$6,371

[A]
COMPANY
PROPOSED

- -- $5,341

$5,341

31,030

$1,030

References:
Column IA]: Company Schedule C-2 84 Wonkpapers
Column [81-. Testimony TBH & Staff Engineering Table M
Column [C]: Column [A] + Column 9]

lllll



OPERATING INCOME ADJUSTMENT NO. 5 :R2tg Case EXP€!lSC

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

Surrebuttal Schedule TBH-16

NO. DESCRIPTION
Rate Case Expense
Total

[A]
COMPANY
PROPOSED

[B]
STAFF

ADIUSTMENT

[C]
STAFF

RECOMMENDED
330,000

$30,000

£50,000
$50,000

(320,000)
(820,000)

References:
Column [A]: Company Schedule C-2
Column lB]: Testimony TBH
Column [C]: Column [A] + Column [B]

ll\ll



OPERATING INCOME ADJUSTMENT no. 6 _ Not Used

SAHUARITA WATER COMPANY LLC
DocketNo. W-03718A-15-0213
Test Year December31, 2014

Surrebuttal Schedule TBH-17

LINE
NO.

1
2

DESCRIPTION
Not Used
Total

[A]
COMPANY
PROPOSED

[C]
STAFF

RECQMMENDED
$0

$0

[B]
STAFF

AD.1u.s.i;v1E1if_
$0

30

References:

Column [A]: Company Schedule C-Z

Column 1131: Testimony TBH

Column 1C]~. Column [A] + Column 181

I Ill



SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

Surrebuttal Schedule TBH-18

[D]
DEPREC.

RATE

[E]

DESCRIPTION

OPERATING INCOME ADJUSTMENT No. 7 _ Deprecia&on Expense

[A] [B] IC]
GROSS UTILITY FULLY/NON DEPRECIABLE

PLANT IN SERVICE DEPRECLABLE PLANT EXPENSE

Plant In Servzbe
$7,541

352,403

13,636

401,832

2,142>644

549,708

195,407

357,541

352,403

13,636

S80
0
0

401,832
2,142,644

549,708
195,407

0.00%

0.00%

0.00%

3.33%

3.33%

500%

12500/0

330

0

0

13,381

71,350

27,485

24,426

46,479

3.33%

20.000/0

10.00%

6.67%

40.00%

49,936

0

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

301
302
303
304
307
310
311
320
320.1
32.0.2
320.3
320.4
3205
330
330.1
330.2

1,499,569

46,479

0

417,503

150,657

1,499,569

0

0

417,503

150,657

0

27,835

60,263

18

19

20

21

22

23

ZN

25

26

27

28

29

30

31

32

333
334
335
336
339
340
340.1
341
342
343
344
345
345
347
348

1,811,998

36,874

13,281,053

2,256,719

1,489,172

732,251

1,660

0

160,855

122,607

139,706

0

37,840

132

0

577,721

695

1,002,914

67,883

123,399

1,811,998

36,874

13,281,053

2,256,719

1,489,172

732,251

1,660

0

160,855

54,724

16,307

0

37,840

132

0

577,721

695

1,002,914

2222%

5.00%

2.00%

3.33%

8.33%

2.00%

6.67%

6.67%

6.67%

20.00%

20.00%

4.00%

5.00%

10.00%

5.00%

10.00%

10.00%

10.00%

Organization Costs
Franchise Costs
Land & Land Rights
Structures 8: Improvements
Wells 84 Springs
Power Generation Equipment
Electric Pumping Equipment
Water Treatment Equipment
Water Treatment Plants
Solutions & Feeders
Point Of Use Systems
Original Arsenic Media
Regenerated Arsenic Media

Distribution Reservoirs 8: Standpipes
Storage Tank
Pressure Tanks

Transmission 8: Distribution Mains
Sendces
Meters 84 Meter Installations
Hydrants
Backflow Prevention Devices
Other Plant & Misc. Equip.
Office Furniture & Fixtures
Computer & Software
Transportation Equipment
Store Equipment
Tools & Work Equipment
Laboratory Equipment
Power Operated Equipment
Communications Equipment
Miscellaneous Equipment
Other Intangibles
Rounding 1

Subtotal General 327,429,576
(1)

$611,340 $26,818,236

40,226

1,844

2651621

75,149

124,048

14,645

111

0

10,729

10,945

3,261

0

1,892

13

0

57,772

70

100,291

0

$981,293

Less: Amortization of Contributions 37,712,717 3.66% $282,212

Staff Recommended Depredation Expense
Company Proposed Depreciation Expense
Increase/ (Decrease) to Depreciation Expense

$699,081

721,109

(522,028)

I



OPERATING INCOME ADJUSTMENT No. 8 - Property Taxes Expense

LINE
NO. DESCRIPTION

A I1

STAFF
AS ADJUSTED

STAFF
RECOMMENDED

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

Surrebuttal Schedule TBI-I-19

$2,896,746

2

$5,793,492

3.063_165

$8,856,657

3

$2,952,219

2

$5,904,438

0

1
Z

3
4
5
6

7
8
9

10
11

12
13
14
15
16

17
18
19
20
21

$2,896,746

2

$5,793,492

2.896_746

$8 690.238

3

$2,896,746

2

$5,793,492

0

11.415

$5,782,077

18.00%

$1,040,774

14.85070%

$154,562

154562

$0

11

$55,893,023

18.00%

$1,060,744

14.850700

Staff Adjusted Test Year Revenues
Weight Factor
Subtotal ALine 1 * Line 2)
Staff Recommended Revenue

Subtotal (Line 4 + Line 5)
Number of Years
Three Year Average ALine 5 / Line 6)

Department of Revenue Multiplier
Revenue Base Value ALine 7 * Line 8)
Plus: 10% of CVVIP (Company Excluded)

Less: Net Book Value of Licensed Vehicles
Full Cash Value (Line 9 + Line 10 - Line 11)
Assessment Ratio
Assessment Value ALine 12 * Line 13)

Composite Property Tax Rate - Obtained from ADOR
Staff Test Year Adjusted Property Tax Expense (Line 14 * Line 15)

Company Proposed Property Tax
Staff Test Year Adjustment (Line 16 - Line 17)
Property Tax - Staff Recommended Revenue (Line 14 * Line 15)

Staff Test Year Adjusted Property Tax Expense ALine 16)
Increase in Property Tax Due to Increase in Revenue Requirement

$157,528

154.562

$2,966

22

23

24

Increase in Property Tax Due to Increase in Revenue Requirement (Line 21)

Increase in Revenue Requirement
Increase in Property Tax Per Dollar Increase in Revenue ALine ZZ / Line 23)

32,966

$166,419

1.782084%

REFERENCES:
Line 15: Composite Tax Rate obtained from Arizona Department of Revenue

Line 17: Company Schedule C-1 Page 2

Line 21: Line 19 - Line 20

Line 23: Schedule TBH-10
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OPERATING INCOME ADJUSTMENT NO. 9 -Tncome Tax Expense

SAHUARITA WATER COMPANY LLC
Docket No. w-03718A_15-0213
Test Year December 31. 2014

Surrebuttal Schedule TBH-20

DESCRIPTION
Income Tax Expense
Total

[A] [B]
COMPANY STAFF
PROPOSED ADWSMENT

$102,700 313,195
$102,700 $13,195

[C]
STAFF

RECOMMENDED
$115,865

$115,895

References
Column 1A1z Company Schedule C-2
Column 181: Testimony TBH
Column [CI: Column [A] + Column IB]

NO.
1
2

I'll



RATEDESIGN

Monthly Usage Charge

Present

Rates

Company

Proposed Rates

Staff

Recommended Rates

5/8 X 3/4" Meter
3/4" Meter

1" Meter
11/2" Meter

2" Meter
3" Meter
4" Meter
6" Meter

$17.15

26.80

42.88

85.75

137.20

274.40

428.75

857,50

319.12

28.68

47.81

95.61

152.98

305.96

478.06

956.11

$18.35

28.00

43.98

86.85

138.30

275.50

429.85

858.60

Commode Rates

Present

Rates

Company

Proposed Rates

Staff

Recommended Rates

5/8 X 3/4" 8: 3/4" Meter Residential
0

$2.500

3.750

4.500

0

853.750
4.500

0

$3.750

4.500

0

$3.750

4.500

0

$3.750

4.500

0

$3.750

4.500

0

I$3.75

4.50

0

$2.888

4.188

4.988

0

$4.188

4.988

0

$4.188

4.988

0

$4188

4.988

0

$4.188

4.988

0

1•
$4.188

4.98

0

1
$4.18

4.98

0

$2.750

3.900

4.740

0

$3.900

4.740

0

$3.900

4.740

0

$3.900

4.740

0

$3.900

4.740

0

$3.900

4.740

0

I

I

$3.90

4.74

Gallons Included in Minunurn
Excess of Minimum - per 1,000 Gallons

From 1 to 3,000 Gallons
From 3,001 to 9,000 Gallons
Over 9,000 Gallons

5/8 X 3/4" & 3/4" Meter - Commercial & industrial

Gallons Included in Minimum
Excess of Minimum _ per 1,000 Gallons

From 1 to 9,000 Gallons
Over 95000 Gallons

1" Residential, Commercial & Industrial
Gallons Induced in MiIumum

Excess of Minimum per 1,000 Gallons
From 1 to 20,000 Gallons
Over 20,000 Gallons

11/2" Residential, Commercial 8: Industrial
Gallons Included in MirT1mum

Excess of Minn rum - per 1:000 Gallons
From 1 to 55,000 Gallons
Over 55,000 Gallons

2" - Residential, Commercial & Industrial
Gallons Included in Minunum

Excess of Minimum per 1,000 Gallons
From 1 to 90,000 Gallons
Over 90>000 Gallons

3" Residential, Commercial 8: industrial
Gallons Included in Minimum

Excess of Minimum _ per 1,000 Gallons
From 1 to 200,000 Gallons
Over 200>000 Gallons

4" - Residential, Commercial & Industrial
Gallons Included in Minimum

Excess of Mimrnurn - per 1>000 Gallons
From 1 to 350,000 Gallons
Over 350,000 Gallons

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-02B
Test Year December 31, 2014



RATE DESIGN CONT.

Commodity Rates
Present

Rates
Company

Proposed Rates
Staff

Recommended Rates

6" Residential, Commercial 84 industrial

0

33.750

4.500

0

$4.500

0

$4,188

4.988

0

34.988

0

$3.900

4.740

0

$4.740

Gallons Included in Minimum
Excess of Minimum per 1,000 Gallons

From l to 750>000 Gallons
Over 750>000 Gallons

Construction/ Bulk
Gallons Included in Minimum

Excess of Minnnurn - per 1,000 Gallons
All Gallons

Service Line and Meter Installation Charges
Present

Rates
Company

Proposed Rates
Staff

Recommended Rates

5/8" x 3/4" Meter
3/4" Meter
1" Meter
11/2" Meter
2" Turbine Meter
2" Compound Meter
3" Turbine Meter
3" Compound Meter
4" Turbine Meter
4" Compound Meter
6" Turbine Meter
6" Compound Meter
Over 6"

Service

Line

Meter

Charge

Total
Charge

Service

Line

Meter

Charge

Total

Charge

Service

Line

Meter

Charge

Total

Charge
$155

255

315

525

1,045

1,890

1,670

2,545

2,670

3,645

5,025

6,920

Ar Cost

$445

445

495

550

830

830

1,045

1,165

1,490

1,670

2,210

2,330

At Cost

85600

700

810

1,075

1,875

2,720

2,715

3,710

4,160

5,315

7,235

9,250

At Cost

$600

700

810

1,075

1,875

2,720

2,715

3,710

4,160

5,315

7,235

9,250

At Cost

$445 $155

445 255

495 315

550 525

830 1,045

830 1,890

1,045 1,670

1 165 2,545

1,490 2,670

1,670 3,645

2,210 5,025

2,330 6,920

Ar Cost At Cost

$600

700

810

1,075

1,875

2,720

2715

1710

4>160

5,315

1235

9,250

At Cost

$155

255

315

525

1,045

1890

1,670

2545

2,670

3945

i025

6,920

At Cost

$445

445

495

550

830

830

1,045

1365

1,490

1,670

2210

2530

Ar Cost

Servlce Charges
Establishment or Reestablishment of Water Utility Service:

Establishment
Establishment (after hours)
Reestablishment (within 12 months)

Reconnection of Water Utility Service:
During normal business hours
During non business hours

Reconnection (delinquent)
After Hours Service Charge
Meter Test (if correct)
Meter Re Read
Deposit Requirement
Deposit Interest
NSF Check
Deferred Payment (per month)
Late Charge Qber month)
Charge of Moving Customer Meter Customer Request
Main Extension and Additional Facilities

* Per Commission Rule A.A.C. R14 2 403.D. Number
of months off the system times the monthly
minimum.

** Per Commission Rules (R14 2 403.B)
*** Minimum 35.00 or 1.50 o per month.

$2500
40.00

*

25.00
40.00

N / A
N / A

25.00
N / A

* *

6%
15.00
1.5%

*X*

At Cost
At Cost

$25.00
N / A

*

25.00
N / A
N / A

50.00
25.00
25.00

* *

6%
15.00
1.50 0

***

Ar Cost
At Cost

$25.00
N/A

*

N/A

N/A

25.00

50.00

25.00

25.00
**

6%

15.00

1.5%
***

At Cost

At Cost

SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

Surrebuttal Schedule TBH-21
Page 2 of 2
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Surrebuttal Schedule TBH-22SAHUARITA WATER COMPANY LLC
Docket No. W-03718A-15-0213
Test Year December 31, 2014

TYPICAL BILL ANALYSIS
General Service 5/8 x 3/4~Inch Meter

Company Proposed Gallons

Present

Rates

Proposed

Rates

Dollar

Increase

Percent

Increase

Average Usage

Median Usage

4,677

4,500

$30.94

$30.28

$34.81

11334.07 $3.79

$3.87 12.500 D

12.52%

Staff Recommended

Average Usage

Median Usage

4,677

4,500

$30.94

$30.28

$33.14

$32.45 $2.18

$2.20 7.12%

7.18%

Present & Proposed Rates (Without Taxes)
General Servlce 5/8 x 3/4 Inch Meter

Gallons Present %

Company

Proposed

Staff
Recommended %

Minimum Charge
let Tier Rate

1st Tier Break over
2nd Tier Rate

2nd Tier Break-over

3rd Tier Rate

$1715
$2.500

3,000

33.750
9,000

$4.500

Minimum Charge
let Tier Rate

1 st Tier Brea.k~over
2nd Tier Rate

2nd Tier Break over
3rd Tier Rate

$19.12
$2.888

3,000
34.188
9,000

$4,988

Minimum Charge
1st Tier Rate

let Tier Break-o\ Er
2nd Tier Rate

2nd Tier Bi:eak~over

3rd Tier Rate

$18.35

$2.750

3,000

$3900
9,000

$4.740

IncreaseRatesIncreaseRatesRatesConsumption

1,000

2,000
3,000

4,000
5,000

6,000
7,000

8,000

9,000
10,000

11,000

12,000

13,000
14,000

15,000
16,000

17,000

18,000

19,000
20,000

25,000
30,000

35,000

40,000
45,000

50,000

75,000

100,000

$17.15

$19.65
$22.15
$24.65

$28.40
$32.15

$35.90

$39.65

$43.40
$47.15

$51.65

$56.15
$60.65

$65.15

$69.65
$74.15

$78.65
$83.15

$87.65

$92.15

$96.65
$119.15

$141.65
$164.15

$186.65
$209.15

$231.65

$344.15

$456.65

11.49%

12.00°  o

12.400 0

12.710 g

12.58%

12.47°  O

12.39°  o

12.32%

12.27%

12.22%

12.10%

12.00°  0

11.91°  0

11.84%

11.780 o

11.72°  o

11.670 0

11.62%

11.58°  0

11.550 o

11.52°  0

11.39%

11.300 0

11.240 O

11.190 o

11.150 o

11.120 O

11.03%

10.99%

$19.12
$22.01

$24.90
$27.78

$531.97
$36.16

$40.35
$44.54

$48.72

$52.91
$57.90

$62.89
$567.88

$72.86

$77.85

$82.84
$87.83

$92.82

$97.80
$102779

$107.78
$132.72

$157.66

3182.60
$207.54

$232.48

$257.42
$382.12

3506.82

$18.35
$21.10

$23.85
$26.60

$30.50
$34.40

$38.30
$42.20

$46.10

$50.00
$54.74

$59.48
$64.22

$68.96
8873.70

$78.44
$83.18

$87.92
$92.66

$97.40

$102.14
$125.84

$149.54

$173.24

$196.94
$220.64
$244.34

$362.84

$481.34

7000 0
7.38°  0

7.670 o
7.910 0
7.39%

7.000 0
6.69%

6.43%

6.22%

604° 0
5.980 o

5.93%

5890 0
5.85%
5810 o

5.79%

5760 0
5.740 0

5.72°  o

5.70°  0

5.680 0
5.61%

5.57%
5.54%

5.51%

5.49%

5.48%
5.43%

5.41°  0

Ill
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SAHUARITA WATER COMPANY, LLC
DOCKET NO. W-03718A-15-0213

RESPONSE T() STAFF'S FIRST SET OF DATA REQUESTS

Date: August 19, 2015

Response provided by: Marian Homiak

Title: Controller

Company Name: Sahuarita Water Company, LLC

Addles so 4549 East Ft Lowell Road
Tucson, AZ 85712

Company Response Number: TBH 1.34

Incentive Pay (included in the Management Fees) - Please provide the
following information:
a. A detailed explanation for any incentive plans in existence during

the years of20l2, 2013 and 2014.
For all incentive plans in effect during the Test Year, please
provide documentation explain how the plan works
The total dollar amount of incentive pay included in the test year
income statement of your application.
Please state the account numbers used to record incentive pay

RESPONSE:
a. It is the general policy for management to give, at its discretion a year

end bonus to employees for their work over the past year
b. There is nothing in writing and it is entirely up to the Managing

Partner. Items that are considered are overall performance and vehicle
use. During the year, employees are not reimbursed for the use of their
private vehicles and this is also taken into consideration at the end of
the year.

c. The total dollar amount of incentive pay (bonus) included M the test
year income statement of our application is:

Dedicated Employees: $12,000.00
Non-Dedicated Employees: 8,552.44

d. AC#634.8

Q.

b.

d.

C.

l l
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3

4

BEFORE THE ARIZONA CORPORATION COMMISSION

5

6

7

8

9

COMMISSIONERS
SUSAN BITTER SMITH- CHAIRMAN
BOB STUMP
BOB BURNS
DOUG LITTLE
TOM FORESE

SAHUARITA WATER COMPANY, INC. FOR A
DETERMINATION OF THE CURRENT FAIR
VALUE OF ITS UTILITY PROPERTY AND
FOR THE ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES.

10

IN THE MATTER OF THE APPLICATION OF ) DOCKET no. W-03718A-15-

)
)
>
)
)
)
)

11

12

13

14

15 Direct Testimony of

16

17 Geoff Caron

18

19 on Behalf of

20

21
Sahuarita Water Company

22

23
June 26, 2015

24

25

26

27

EXHIW



TABLEOF CONTENTS

Introduction.,

11.
•

O i09000tilu1l00oo0\04Qio¢IDlsooohtqccittoso1bittbt
4

III. Purpose for the Rate Filing

4

5

3

lllll l

I

1

6

3



1 1. INTRODUCTION.

2

3 Q. Please state your name and business address.

4 A, My name is Geoff Caron. My address is 725 W Via Ranch Sahuarita Blvd. #101 Sahuarita,

AZ 856295

6

7 Q. What is your position with Company

8 I am the General Manager of Sahuarita Water Company which I will refer to as "SWC". I

9

10

am responsible for overseeing the daily operations of the company including directing,

organizing, planning, budgeting, operations and maintenance, water quality and customer

service.11

12

13 Q. Please describe your education and experience.

14 A.

15

16

17

I am currently in my 1901 year of Utilities Operations. I hold a Grade 4 Water Distribution

Certification, Grade 2 Water Treatment Certification and Grade l Certifications in Waste

Water Collection and Waste Water Treatment. I started my career in water utilities in 1996

with Metro Water District, where I worked until 2001. I first started as a meter reader, but

quickly began working on obtaining water certifications. My responsibilities included

mainline construction and repair, equipment operation, well pump/booster pump and motor

maintenance, customer service, and supervision of small crews. In September of 2001, I

accepted a position with the Town of Maraca as a Water Operator III and the operator in

direct responsible charge of the facilities per A.A.C. R18-5-104. I was later promoted to

Utilities Superintendent, where I handled the many challenges related to hiring, equipping

and training staff, acquiring tools and equipment, developing standards and procedures for

the design and construction of the water system and working closely with developers and

engineers. During this time the Mara fa Water Department more than tripled in size. In

2007, I took a position with Flowing Wells Irrigation District as the Assistant

1



Superintendent. Working directly under the District Superintendent, I was responsible for

supervision of held staff, planning/permitting mainline replacement projects, compliance

with federal, state and local regulations, budget planning and working with developers and

engineers for new and existing water service. In 201 l, took a position as Distribution

Operator ll for Avra Water Co-op, Inc. I left Avra in February 2014 to become the General

Manager for Sahuarita Water Company. During my short tenure with Sahuarita Water

Company I have become familiar with the National Association of Regulatory Utility

Commissioners ("NARUC") accounting practices. Additionally, I have spent a great

amount of time learning about the Arizona Department of Water Resources ("ADWR")

and Central Arizona Groundwater Replenishment District ("CAGRD") requirements in the

I

Tucson Active Management Area.

Have you previously testified before the commission?

No. This is my first time testifying before the Arizona Corporation Commission

("Commission").

What is the purpose of your direct testimony?

To support SWC's application for an increase in rates, and the recovery and pass-

through of certain operating expenses. In that regard, 1 will provide background on the

Company and its operations. I will also summarize significant capital improvements that

SWC completed in order to provide adequate and reliable service, and changes in

operating costs that are contributing to the need for a rate increase. In addition, I will

address various other aspects of the relief being requested in this case.

2



1 11. CCMPANY OVERVIEW.

2

3 Q. Please describe Sahuarita Water Company.

4 A.

5

SWC provides water service to over 5,500 connections or roughly 16,000 customers

located in the Rancho Sahuarita Master Planned Development in the Town of Sahuarita

6 in Pima County, Arizona. Although the Company services a number of commercial,

7

8

9

10

11

industrial and irrigation customers, the majority of our customers are residential. The

largest residential customer class (nearly 87 percent of the customer base) is served by

5/8-inch meters. SWC utilizes ll direct employees of Rancho Sahuarita Management

Company, which is an affiliate of SWC, and the costs associated with those employees

are allocated to SWC based upon SWC's utilization of their time and services,

12

13 Q- What are the SWC's water resources?

14

15

16

17

SWC is dependent solely on groundwater. We operate three groundwater wells, two owned

by SWC and the other owned by the Town of Sahuarita ("Sahuarita"). SWC holds a 99-

year lease on the Sahuarita Well. SWC is a member service area within the CAGRD,

which replenishes pumped groundwater on behalf of SWC.

Q. is Sahuarita Water located within an active management area or "AMA"?

18

19

20 A. Yes, we are provider within the Tucson Active Management Area (TAMA).

21

22 Q- Is the company a designated provider of an assured water supply?

23 A.

24

Yes, the SWC holds a designation of 10,983 Acre-feet of assured water supply with

ADWR (DWR No. 86-4012.3.0001).

25

26

27

A.

3



How does the Company promote water conservation to its customers"

As part of SWC's commitment to conservation, conservation tips and literature are

available to our customers 24/7 at http://sahuaritawater.com/water-conservation/

Reminders about the website are periodically printed on the water bill. Free written

conservation literature is available to our customers in the business office and is provided

to all new customers when they establish an account. Additionally, SWC currently

maintains a water-efficient demonstration garden with appropriate Signage on the plants

and techniques used. SWC maintains a trained water-conservation-audit specialist on staff,

who conducts residential audits and is available for consultations. SWC staff also reviews

abnormally high and low reads. Both low and high reads are then checked against the

usage history for those accounts. If there is an anomaly, a water operator is sent out to get a

re-read and check for leaks or a stuck meter, If the meter is stuck it will be replaced. If no

leaks are found, but there is higher than normal usage, the customer is contacted by one of

our customer service representatives. If the reason for the high usage is unknown, then we

recommend a water audit be conducted at their property free of charge. SWC also provides

youth education instruction and reaches over 400 students in the Sahuarita Unified School

District annually. We believe that our water conservation policies have contributed to

SWC's decreases in annual production.

percent since 2012.

SWC's annual production has decreased 4.6

What water quality challenges does SWC face in providing safe and reliable service

to customers?

Wells 14, 18 and 23 have Arsenic levels over the Maximum Contaminant Level (MCL) of

10 parts per billion (ppb). Raw water from all three wells is treated at our main arsenic

treatment plant (WTP l). The treatment process utilizes blending treated water with raw

water, only treating what is necessary. The arsenic level of the finished water ranges for 7-

8 ppb. Staff monitors the blended flows very carefully to insure the longest life from the

4
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1

2

3

arsenic media, Our goal is to maintain arsenic levels below the primary MCL while getting

the most out of the treatment media before it becomes exhausted. This is a careful balance

of quality over costs that are ultimately funded by the rate payer.

4

5 Q. Is the Company in compliance with all applicable federal, state and local regulations?

6 Yes, the company is in compliance with all local, state, and federal regulations.

7

8 Q- Has SWC experienced significant growth since its last general rate case in 2009?

9 A.

10

11

12

13

The population in our service has grown from 4,700 connections in 2009 to over 5,500

connections in 2015. However, the Company has been able to accommodate the additional

service connections with the infrastructure that was already in place. Although we

anticipate doubling in size at build out, the real estate downturn is still in effect in

Sahuarita. We are expecting to start building infrastructure again in 2016.

14

15 Q. How has SWC prepared to serve future growth within its service area?

16

17

18

19

20

21

22

In 201 l, Westland Resources prepared a Water System Master Plan ("Master Plan") for

SWC. A brief summary of the plan is as follows: The Master Plan identities the capacity

of our existing plant and current system demands and compares that to future build-out

requirements. The Master Plan then identifies infrastructure that will need to be added to

serve future build out. This includes sizing and location of storage, boosters, wells,

treatment and transmission infrastructure. The Master Plan also includes a facility cost

timeline. The Master Plan was updated again in 2012, and in late 2013 we incorporated it

into SWC's Emergency Operations Plan.23

24

25

26

Q. Please describe the customer satisfaction record of SWC.

27

The overall satisfaction of our customers appears to be very good, According to our

records we have only received a total of six official complaints since 2008.

A.

A.

A.

5



1 Q. How would you characterize the overall condition of SWC's water system"

2

3

4

5

6

7

8

9

10

The condition of SWC's system is very good. The infrastructure is 15 years and newer.

Fortunately we have seen very few system failures (leaks). We do our best to maintain the

systems integrity through various preventative and predictive maintenance programs,

which include valve exercising, hydrant maintenance, quarterly pump and motor

maintenance and routine inspection cleaning and repair of our reservoirs. In 2014 we had

two reservoirs inspected, cleaned and repaired. During this time we also chose to install

cathodic protection in all three reservoirs. Management will continue to develop programs

that keep the company on the preventative side of the spectrum rather the alternative of

convective maintenance.

11

12 Q. What percentage of system water losses does Sahuarita incur?

13 SWC's water loss three-year average is currently 4.51%

14

15 111. PURPOSE FOR THE RATE FILING.

16

17

18

Q. Please summarize the Company's rate application.

19

20

21

22

23

24

25

26

27

Sahuarita Water Company ("SWC" or the "Company") submits its Application for an

increase to its revenues by $332,734, or approximately 11.49% over the adjusted and

annualized test-year revenues, for a total revenue requirement of $3,229,480, to be

effective no later than June 30, 2016. SWC utilized a 12-month test year ending on

December 31, 2014 for the preparation of this Application and the supporting schedules.

Further, the Company seeks a rate of return of 9.2% on its fair value rate base of

$9,2980032 based on a cost of debt equaling 4.2% and a return on equity of 10.5% - and a

balanced capital structure consisting of approximately 20.57% debt and 79.43% equity.

Further, SWC seeks inclusion of approximately $363,231 of post-test year plant that is

known and measurable and necessary to serve existing customers as of the end of the test

6
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1

2

3

4

5

6

7

8

9

10

11

12

13

year. SWC's request also includes a usage normalization adjustment to reflect the

decreased consumption by SWC customers expected to continue over the next five years

and for the foreseeable future. The Company also seeks to include a total of $765,161 in

management fees (an increase of $82,274) that are based on the actual time expended by

non-dedicated employees to the operations of SWC as a reasonable expense. SWC seeks

inclusion of $172,088 for income tax expense based on an effective state and federal

income tax rate of approximately 21.23% for an S Corporation, which is less than what it

would have been if the Company elected to be taxed as a stand-alone C Corporation

(37.23%), but is a reasonable expense based on business activities of SWC. The Company

proposes to allocate the increase in rates along the same percentage as it currently exists

between the monthly usage charge and the commodity rates. Thomas J. Bourassa

describes and details the specific rate base and income statement adjustments, as well as

the cost of capital and capital structure, in separate direct testimonies.

14

15 Q. Why is Sahuarita filing a general rate case application at this time?

16 A.

17

18

19

20

21

Under Decision No. 74389 (March 19, 2014) the Commission requires SWC to file a rate

case by June 30, 2015, using 2014 as a historical test year. Because of the requirement,

SWC management seeks a rate increase so that the Company is earning a fair and

reasonable return on its investment, Additionally, because of our conservation efforts, we

have seen a decline in water usage since our last rate case. At this time we will be

requesting a water usage normalization adjustment to account for lost revenue.

22

23

24

Q. What significant capital investments has SWC made since its last rate case?

25

26

27

Significant improvements include the addition of well 23 in 2009. The well provides

needed redundancy to the SWC system and allows SWC to meet peak-day demand with

the largest well out of service as well as provide water during electrical outages. At that

time, well 23 was considered a replacement for well 17, which had significant

A.

7



1

2

3

bacteriological problems. The overall cost and flushing needed to remediate well 17

proved to be cost prohibitive. After an extensive aquifer study, the location of well 23 was

chosen, After approval from ADWR, the well was drilled and equipped.

4

5

6

7

8

At this time, well 23 is considered to be our main well. It is located at the same site and

shares a power source with SWC's WTP 1. This made an ideal location for a standby

generator as it will power both a water source and the treatment plant, which are both

needed for water production. The generator installed at this location will be explained later

9 in my testimony.

10

11

12

We also undertook three major capital projects in 2010, including SCADA (supervisory

control and data acquisition) communication upgrades and the rehabilitation of wells 14

and 18.13

14

15 Q. Please describe the SCADA communication upgrade.

16

17

18

19

20

21

22

23

24

Prior to the SCADA communications upgrade, SWC was experiencing loss of

communications between sites and the Human Machine Interface (HMI). This resulted in

unreliable and difficult operation of the system. SWC's SCADA communications was also

dependent on a third party vendor. This project consisted of radio study that resulted in

installing a new a Master Radio at WTP l, and two remote radios, one at the current SWC

office and one at Booster Station 2, WTP l was already equipped with highly-reliable fiber

optic communications to Well 14, 18 and 23 and Booster Station l and provides control for

all these facilities. The new master radio provides communications from WTP l to Booster

Station 2 and to the SWC building, where. the HMI is located.

25

26

27

A.
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1 Q- What was involved in rehabilitating Well 14?

2

3

4

5

6

7

8

9

Well 14 was pulled for inspection, video of the well indicated plugged perforations. The

well was brushed and bailed. The post brush and bail video showed the casing to be in

good condition. SWC also replaced 200 feet of column pipe, and 40 feet of shaft tube. The

contractor found the pump to be in good condition and reusable. Two well sounding tubes

were added for water level monitoring (one tube for a transmitter connected to SCADA

and the other for manual sounding), the flow meter was also upgraded from a propeller

meter to a mag meter. The well was re-quipped, flushed, tested for microbiological

contaminates and placed back in service on August 4, 2010.

10

11 Q. Please describe the improvements to Well 18.

12 A,

13

14

15

16

17

Well 18 was pulled for inspection, video of the well indicated plugged perforations. The

well was brushed and bailed. Post brush and bail video of the well showed loose

encrustation was removed but some of the hared material still remained. The well pump

bearings and shaft were replaced. The remainder of the column pipe, tube and shaft were

reusable. The well was re-quipped, flushed, tested for microbiological contaminates and

placed back in service on September 7, 2010.

18

19 Q. What other capital improvement projects did SWC undertake?

20

21

22

In September of 2011 and March of 2013, the treatment media in lead vessels at WTP 1

became exhausted. The media was regenerated for reuse.

23 In 2013, variable frequency drives (VFDs) were installed at booster stations l and 2. The

24

25

addition of the VFDs also included the necessary programming to operate over SCADA.

The VFDs replaced aged motor starters and control panels.

26

27

9
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1

2

3

4

5

In 2014, we added a second pre-filter at the influent point of WTP 1. This project created

redundancy for a single point of failure at the treatment facility. The additional filter also

allows our two largest wells to operate simultaneously during peak-day demand. Our

engineer determined in our Master Plan that this was not operationally possible, prior to

the addition of the pre~filter.

6

7

8

9

10

11

A new 250-GPM pump was added to our booster station 2. This pump was called for in

our Master Plan to supplement needed fire How at build out, Operationally, this pump was

needed to supplement our VFD pump (mentioned above) during peak day demand. Prior to

the installation of this pump a much larger pump was supplementing the drive, but because

of the pump volume, the pump was short cycling. Short cycling can damage pumps and is

inefficient.12

13

14

15

16

Lastly, we upgraded our automatic meter reading (AMR) equipment to the latest Sensus

product. This system allows for upgrading to advanced metering infrastructure (AMI) in

the future. l will discuss this more in later testimony.

17

18 Q. Is the company requesting post-test year plant to be included in rate base?

19

20

21

22

23

24

25

26

Yes. SWC is requesting inclusion of two specific items as post-test year plant in rate base

that are known and measurable and for the purpose of serving existing customers. In 2014,

we had an arc flash study performed at our facilities. The study concluded that two of our

well sites were classified as "category dangerous" at all times due to lack of a main power

disconnect switch. SWC hired a contractor/engineer to design and install manual transfer

switches at these two well sites which mitigated the arc flash danger and allows our

operators to service the electrical panels. The completion of the Arc-Flash mitigation

project did not occur until June 2015. The importance of a safe work environment for our

27

A.
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1

2

operators is crucial to be able to supply safe drinking water to our customers. We are

therefore requesting the cost of this project to be considered in this case.

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

The second project that we believe should be included in rate base as post-test year plant is

the addition of an emergency standby generator. Of the three wells SWC operates, none

have an emergency source of power. Additionally, WTP l (which is required to treat all

three wells) did not have an emergency source of power. After looking at the peak-day

demand that occurred in June of 2014, which was 2,353,000 gallons, we determined that if

we were to experience a long term power outage, our storage could be depleted in a 24

hours. Even in a curtailment, SWC does not have the necessary storage to provide water in

a long-term power outage without a water source that has an emergency power supply.

Because of the need for both a source of water and the arsenic treatment plant, we decided

that a generator was needed at well 23, because the well shares a power source with the

WTP l, The generator and manual transfer switch were also connected to our SCADA

system for monitoring and control. This allows an operator to determine whether or not the

generator is needed when there is an outage. This will save on fuel costs that are ultimately

passed down to the customer. The generator and transfers switch became used and useful

in January 2015.

19

20 Q. What are SWC's projected capital expenditures for the next few years?

A.21

22

SWC is planning to make the following expenditures:

Add a service truck to its fleet. The truck will have a welder/generator and a crane for

23

24

25 •

26

27

servicing items including pumps, motors, and fire hydrants. We will also replace trucks

with over 100,000 miles.

Meter replacements for meters over 10-years old or over one-million gallons. This

includes large meter replacement (such as replacing turbo meters with more accurate

Sensus Omni meters).

11
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SCADA improvements, including an unsized RTU panel at booster station one, and

replacing outdated PLC's with Ethernet ready units for better communication

reliability.

Brush bail and inspection of Wells 14, 18, and 23. The well pump, tube and shaft, and

column pipe are over l5-years old in wells 14 and 18. As mentioned earlier in my

testimony, these items were reused when the wells were last pulled for maintenance. It

is anticipated that replacement of these items may be necessary at the time of the next

inspection.

Perform pump and motor efficiency studies to determine whether the pumps are

operating at their best efficiency point. We will repair or replace pumps as necessary.

As mentioned earlier in my testimony, SWC staff is looking to upgrade our meter

reading system to the Sensus Flex ret system. This is an AMI technology that allows

the utility to access meter reads from a central location by way of two~way radio and

eliminates the need for meter readers. Flex ret also gives customers real-time access to

their water usage.

17 Q- What have been the significant changes to operating expenses since 2009?

Staff was able to lower power costs at Well 23 due to implementing "time of use"

electricity rates at the site. Additional staff and organizational structuring have changed

payroll since the last rate case. The cost to regenerate our treatment media at WTP l has

increased by 27% since our last regeneration in 2013. The 2013 regeneration was down

l 1% from the 2011 generation because we changed contractors. If we use the original price

of our first media regeneration the current cost has increased 15%. Our current agreement

calls for additional anticipated increases of up to 5% a year for the next three years. At this

time, SWC is not aware of another contractor that has the necessary facility and

certifications to regenerate our arsenic treatment media.

12
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1 Q.

2

Does it remain the case that there are no affiliate profits in the allocated costs to

Sahuarita from its parent company, Rancho Sahuarita?

3 A.

4

5

Yes. Costs from human resources, accounting and management services from the parent

company, allocated based upon the proportion of time utilized by the Company, have no

affiliate profit allocated as part of those costs.

6

7 Q. Is the Company proposing any changes to any of its adjustor mechanisms currently

8 in effect?

9 No.

10

11 Q-

12

Why should the Central Arizona Groundwater Replenishment District ("CAGRD")

adjustor approved in the last rate case remain in effect for SWC?

13 A.

14

15

16

17

18

19

20

21

22

23

24

The CAGRD assessment will continue to increase each year. This increasing assessment is

also a known and measurable increase that the Company incurs, but that also encourages

the conservation of water by providing for the replenishment of groundwater. As a

designated provider, all water delivered within its service area is subject to the CAGRD

Fee assessment. The fee assessments are set by CAGRD. SWC remains as a conduit

collecting what is similar to a privilege or usage tax (which is how the Company originally

described the assessment in significant detail when it originally requested a mechanism to

recover the assessments). Further, the assessments remain independent of the operations of

the Company, and are therefore not an operating expense. Yet the Company will continue

to incur the assessment going forward. Further, SWC remains dependent on the CAGRD to

replenish groundwater, and must pay the assessment in order for it to remain a designated

provider and to demonstrate a 100-year water supply.

25

26

27

13
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Do you have any concluding comments regarding the Company's rate application?

Only that we believe that the requests we are making in this case and the overall proposal

results in just and reasonable rates, balancing the need for SWC to have a reasonable

opportunity to earn its rate of return on fair value rate base with the need to moderate rate

impacts on our customers. We strive to provide high-quality service to our customers and

believe we have and continue to provide adequate, safe and reliable water service. This

proposal will allow us to maintain such service to our customers.

Does this conclude your Direct Testimony?

14
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1 I. INTRODUCTION.

2

3 Q. Please state your name and business address.

4

5

My name is Geoff Caron. My address is 725 W Via Ranch Sahuarita Blvd. #101 Sahuarita,

AZ 85629

6

7 Q. Did you file Direct Testimony in this proceeding?

8 Yes.

9

10 Q. On whose behalf are you filing your Rebuttal Testimony in this proceeding?

11 My Rebuttal Testimony is filed on behalf of Sahuarita Water Company, LLC ("Sahuarita"

or "the Company")

14 Q. Which Commission Staff testimony do you address in your Rebuttal Testimony?

15 I am addressing Staff" s recommended Rate Base Adjustment No. 2 Plant Retirement.

Mr.  Thomas J.  Bourassa  will a lso be addressing this and other  recommended Staff

adjustments to rate base,  operating revenues and expenses in his pre-t iled Rebuttal

Testimony. Mr. Bourassa will also address Staff' s cost of capital and return on equity

recommendations on behalf of Sahuarita.

21 11. RECOMMENDATION REGARDING ARSENIC ABSORPTION MEDIA PLANT

AND REGENERATION.

24 Q. Do you agree with Staff's Rate Base Adjustment No. 2 - Plant Retirement?

25 No. Staff decreases the Plant in Service by $575,005 _ removing the arsenic adsorption

media from plant in service essentially. Staff accounting witness Teresa B. Hunsaker

indicates in her Direct Testimony that Staff found that the original batches of arsenic

1

l l
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A.

A.

A.
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1

2

3 ,,2

4

5

6

adsorption media "have since been replaced or regenerated. Further, Staff engineering

witness Michael S. Thompson indicates in his engineering report that "the initial and

regenerated arsenic adsorption media were fully depreciated. But the Company's

original arsenic media is still in use and is not fully depreciated. The primary purpose of

my Rebuttal Testimony is to clarify the arsenic media that is in use and what has been

regenerated versus what has been replaced.

7

8 Q. Is there a difference between replacing arsenic media versus regeneration"

9 Yes.

10 media.

Replacing the arsenic media means Ir is taken out of service and replaced with new

Regeneration treats the arsenic media after a certain period so that it can remain in

11 use. In Sahuarita's case, we have regenerated the original media acquired in 2009, but we

12

13

14

have not replaced it. Thus, the arsenic adsorption media is not fully depreciated as Staff

suggests. The Company believes there was some confusion over whether the arsenic

media is still in service based on how it was classified in the last rate case for Sahuarita

15 and that this confusion is the basis for Staffs adjustment.

16

17 Q. Have you identified the source of the confusion?

18

19

20

21

22

23

Yes, I believe so. In Sahuarita's last rate case (Docket No. W-03718A-09-0359), the

account established for arsenic media (Account No. 3203) does not actually reflect the

actual operation of the arsenic media, which has an estimated useful life of l0-to-l5 years.

Instead, the depreciation rate established for that account more accurately reflects the

useful life of regeneration of the arsenic media (67%) Further, Staff' s adjustments also

appear to reflect subtraction of $120,000 for arsenic media regeneration that had not yet

24 occurred. Rather, the $575,005 in arsenic adsorption media that Ms. Hunsaker indicates

25 was "misclassified" should have been reflected in this account, but with a depreciation rate

26

27 1 See Page 7 ohMs. Hunsaker's Direct Testimony submitted on January 15, 2016.
2 See Page 21 of Staffs Engineering Report submitted on January 15, 2016.

2
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l

2

no greater than l 0%. We are recommending a depreciation rate of 6.67% for Original

Arsenic Media, to reflect a useful life of 15 years.

3

4 Q. Have you already spoken to Staff regarding this adjustment?

5 Yes. Based on conversations to date, we feel that we have reached resolution of this issue.

6

7 Q.

8

Even so, do you believe it would be helpful to explain the purpose and origins of

Sahuarita's purchase and use of the arsenic media?

9 Yes. The original arsenic media was included in the total cost to construct the Arsenic

10 This

11

Treatment Plant (completed in 2009) with an expected useful life of l()-to~l5 years.

includes a range of six-to-eight regenerations, according to the manufacturer. Media

12

13

14

15

regeneration is necessary to remove the arsenic that becomes entrapped or adsorbed in the

resin during normal operation. When the regeneration process is completed, the same

physical media returns, but minus the arsenic previously adsorbed. This process helps

prolong the life of the media, so that it does not have to be replaced every couple of years.

16

17

18

19

20

21

Eventually, however, the resin beads in the media break down, because the regeneration

process exposes the media to caustic compounds. This means that the media must be

replaced at some point, when it can no longer be regenerated. The manufacturer for the

media analyzes the condition of the media after each regeneration process, and will notify

Sahuarita when the media can no longer be regenerated.

22

23

24

25

After the final regeneration, the media will be placed into service until break-through

arsenic levels reach 8 micrograms per liter (pg/l). At thief time, the original media will be

removed and replaced with a new batch. The process then starts over.

26

27
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l Q. How did Sahuarita acquire its arsenic media needed for the arsenic treatment plant?

2

3

4

5

6

7

8

The Company's original purchase cost included what was needed for the entire arsenic

treatment plant. But the operation of the plant splits the media into two configurations, a

lead configuration and a lag configuration. These were labeled Batch 1.0 and Batch 2.0

respectively. Future media replacement will only include half of the total media originally

purchased at a time (the exhausted media in the lead vessels of the arsenic treatment plant).

The original purchase cost equaled approximately $575,005, which is the total amount of

Staffs Rate Base Adjustment No. 2.

9

10 Q. Has any of the arsenic media been regenerated?

11

12

13

14

15

Yes. In 2011, Batch 1.0 (one-half of the total original media purchased) was supposed to

be regenerated. During this process the manufacturer inadvertently destroyed Batch 1.0

but replaced it for $130,000 (equal to the cost of regeneration.) For ease of tracking the

media, this "replaced" batch was lapelled Batch 3.0. Batch 2.0 was regenerated in 2013 at

a cost of$l 15,917. In 2015, Batch 3.0 was regenerated at a cost of$l50,657.

16

17 Q. What would it cost to replace the arsenic adsorption media versus regenerating it"

18

19

The cost to replace 790 cubic feet (cu/ft) of Layne RT media (1 batch) would be

approximately $472,810 - including $589 per cubic-feet (cu/ft), and $7,500 for freight.

20

21 Q.

22

As a result of the clarification, what are you recommending regarding the treatment

of arsenic media in this case going forward"

23

24

Mr. Bourassa details these adjustments, but I am recommending that the original purchase

cost for the arsenic media at $575,005 be reflected in the new Original Arsenic Media

25 Account No. 320.4, adjusted for depreciation and reflecting a fifteen-year useful life. The

26

27

"replaced" Batch 3.0 should also be included in Account 32().4, but we also recommend

reflecting the removal of Batch 1.0 from this account. The original arsenic media amount

4
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A.

A.
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1

2

3

4

of $575,005 should be subtracted from the Arsenic Treatment Plant amount of $1,814,684

that was originally included in Account 320 (Water Treatment Equipment). Sahuarita

believes that the Arsenic Treatment Plant, with a 30-year useful life, should equal

$1,239,679

5

6 I also recommend that a new account - Account No. 320.5 - be established to track the

7 costs of regenerating arsenic media. The costs included in this account should be the

8 following :

9

10 $115,917 for the regeneration of Batch 2.0 in 2013 (which should be fully

11

12

13

depreciated).

$150,657 - for the regeneration of Batch 3.0 in 2015, this is the same as Staffs Rate

Base Adjustment No. 3 for Post-Test Year Plant. Because it is regeneration, it

14 belongs in the new Account No. 320.5.

15

16 Q.

17

What depreciation rate are you recommending for Arsenic Media Regeneration

Account No. 320.5?

18

19

20

I am recommending a depreciation rate of 40% or 2 % years. I believe a 40% depreciation

rate more accurately describes the regeneration's useful life based on my training,

background and experience operating the Company's water system.

21

22 Q. Does Mr. Bourassa also speak to the adjustments involving arsenic media?

23

24

25

Yes and he includes further detail on the reasons for the accounting adjustments we are

recommending. My purpose is more to describe the actual operation and history of the

arsenic media, which I hope clears up this issue in this rate case.

26

27
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1 111. QIHEB. ISSUES.

Do you have any other comments regarding Staffs Direct Testimony"

Only to say that my silence on the other issues and adjustments in Staffs Direct Testimony

does not mean that we accept all of Staffs adjustments and positions. Mr. Bourassa details

areas where we disagree with Staff, including on operating expense adjustments and cost

of capital. Still, Sahuarita is modifying its position and adjustments on several issues in

light of Staffs Direct Testimony and in an effort to find agreement on many of those

issues. The Company will continue to review its position as the rate case procedure

continues.

Does this conclude your Rebuttal Testimony?

Yes.
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1. INTRODUCTION.

Q- PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

A. My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive, Phoenix,

Arizona 85029.

Q. WHAT IS YOUR PROFESSION AND BACKGROUND?

I am a Certified Public Accountant and am self-employed, providing consulting services

to utility companies as well as general accounting services. I have a B.S. in Chemistry

and Accounting from Northern Arizona University (1980) and an M.B.A. with an

emphasis in Finance from the University of Phoenix (1991).

Q. COULD YOU BRIEFLY SUMMARIZE YOUR PRIOR WORK AND

REGULATORY EXPERIENCE?

A, Prior to becoming a private consultant, I was employed by High-Tech Institute, Inc., and

served as controller and chief financial officer. Prior to working for High-Tech Institute, I

worked as a division controller for the Apollo Group, Inc. Before joining the Apollo

Group, I was employed at Kozo ran & Ker rode, CPAs. In that position, I prepared

compilations and other write-up work for water and wastewater utilities, as well as tax

returns.

In my private practice, I have prepared and/or assisted in the preparation of

numerous water and wastewater utilities rate applications before the Arizona Corporation

Commission ("Commission"). A copy of my regulatory work experience is attached as

l
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Q. ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING?

On beha l f  of  the  Appl i cant ,  Sahua r i ta  Water  Company L.L .C.  ("SWC" or  the

"Company"). The Company is seeking a determination of its fair value rate base

("FVRB") and the setting of rates and charges for utility service based on that finding.

Q. WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMQNY?

I will testify in support of SWC's proposed adjustments to its rates and charges for utility

service. I am sponsoring the direct Schedules ("A" through "C" and "E" through "F"),

which are tiled concurrently herewith. I was responsible for and/or supervised the

preparation of these schedules based on my investigation and review of the Company's

relevant books and records. The Company has not prepared a cost of service study ("G"

schedules). Consequently, the G Schedules are omitted.

Q- WHY DIDN'T THE COMPANY PREPARE A COST OF SERVICE STUDY?

Because the Commission does not set rates for water and wastewater utility service based

on cost of service, and because the changes to the rate design the Company is proposing

do not necessitate a cost of service study, the substantial expense of doing a cost of service

study could not be justified. I have taken a similar approach in other cases without

complaint.

Q- PLEASE CONTINUE?
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A. For convenience, my direct testimony is being filed in two volumes. In this volume, I

address rate base, income statement (revenue and operating expenses), required increase

in revenue, and rate design and proposed rates and charges for service.

In a second volume, I address cost of capital and sponsor the "D" Schedules.

SWC is recommending a cost of common equity of 10.5 percent and a cost of debt of 4.2

2
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percent. As shown on Schedule D-1, the Company's test period capital structure for

ratemaking purposes consists of 79.43 percent equity and 20.57 percent debt. The

weighted average cost of capital is therefore 9.20 percent.

11. OVERVIEW OF APPLICATION.

Q. PLEASE SUMMARIZE SWC'S APPLICATION.

A. SWC's FVRB is $9,298,032 and the Company is seeking a revenue requirement of

$3,229,480 These are based on a test year used ending December 31, 2014, with pro

forma adjustments for known and measurable changes to rate base, expenses, and

revenues. These pro forma adjustments are necessary to obtain a normal or realistic

relationship between revenues, expenses, and rate base on a going-forward basis, and they

are consistent with standard raternaldng principles and are appropriate under the

Commission's rules and regulations governing rate applications!

The increase in revenues to provide for recovery of operating expenses and a 9.2

percent return on rate base is approximately $332,734, an increase of approximately 11.49

percent over the adjusted and annualized test year revenues.

Q. WHY IS THE COMPANY FILING FOR RATE INCREASES AT THIS TIME?
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A. Two reasons. First, the Company was ordered to file a rate case by June 30, 2015 in

Decision No. 74389 (March 19, 2014), which granted the Company recovery of income

taxes. Second, revenues from SWC's initial rates have not kept pace with operating

expenses since SWC's last test year. Rate base is higher by approximately $500,000 and

SWC's customer base has grown from approximately 4,700 customers at the end of the

last test year (December 31, 2008) to approximately 5,530 at the end of the current test

I See A.A.C. R14-2-103.
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year. At this time, rate increases are necessary to ensure that SWC recovers its reasonable

operating expenses and has an adequate opportunity to am a fair and reasonable return on

the fair value of its utility plant and property devoted to public service.

5 111. ME bAsE, INCOME STATEMENT_A_ND sU1v;MA8v SCHEDULES..

A. "A", "E" And "F" Schedules

9 Q. PLEASE DESCRIBE THE GCA777 4cE99 and CSF" SCHEDULES.

The A-1 Schedule is a summary of the rate base, operating income, current operating

margin, required operating margin, operating income deficiency, and the increase in gross

revenue. The return on FVRB, proposed increase in the revenue requirement, and

revenues at present and proposed and customer classifications are also shown on this

schedule.

The A-2 Schedule is a summary of results of operations for the test year, prior

years, and a projected year at present rates and proposed rates.

Schedule A-3 contains the capital structure for the test year and the two prior

ye ors .

Schedule A-4 contains the plant construction and plant-in-service for the test year

and prior years. The projected plant additions are also shown on this schedule.

Schedule A-5 is the summary of the changes in financial position (cash flow) for

the prior two years, the test year at present rates, and a projected year with both present

and proposed rates.

The "E" Schedules are based on SWC's actual operating results, as reported in

annual reports filed with the Commission. The E-l Schedule contains the comparative

balance sheet data for the years 2012, 2013, and 2014 - with each ending on December

4
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31.

Schedule E-2, page 1, contains the income statement for the years 2012, 2013, and

2014 - with each ending on December 31 .

Schedule E-3 contains the statements of changes in SWC's financial position for

the test year and the two prior years.

Schedule E~4 provides the changes in membership equity.

Schedule E;5 contains plant-in-service at the end of the test year, and one year

prior to the end of the test year (December 31, 2013).

Schedule E-7 contains operating statistics for the years 2012, 2013, and 2014
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with each ending on December 3 l .

Schedule E-8 contains the taxes charged to operations.

The accountant's notes to the financial statements and the financial assumptions

used in preparing the rate filing schedules are shown on Schedules E-9 and F-4,

respectively, in accordance with the Commission's standard filing requirements.

Schedule F-l contains the results of operations at the present rates (actual and

adjusted), and at proposed rates.

Schedule F-2 contains the summary of changes in financial position (cash flow)

for the prior two years, the test year at present rates, and a projected year with both present

and proposed rates.

Schedule F-3 shows projected construction requirements for 2016, 2017, and 2018.

Schedule F-4 contains the assumptions used in developing the adjustments and

projections contained in the rate filing.

5
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B. "B" Schedules (Rate Base)

WOULD YOU EXPLAIN BASE SCHEDULES, WHICH ARE

LABELED AS THE "BUS SCHEDULES?

Yes. I will start with Schedule B-5, which is the working capital allowance. I used the

"fionnula method" of computing the working capital allowance to reduce costs. However,

the Company is not requesting a working capital allowance.

THE RATE

Q. WHY DIDN'T THE COMPANY PREPARE A LEAD-LAG STUDY AND USE THE

RESULTS OF THAT STUDY T() COMPUTE WORKING CAPITAL?

Because the Company is not seeking a working capital allowance and the costs to prepare

a lead-lag study outweigh the benefits.

DID SWC FILE SCHEDULES B-3 AND B-4?

The Company did not file Schedules B-3 and B-4. SWC is requesting that its original cost

rate base ("OCRB") be used as its FVRB.

Q. HAVE YOU PREPARED SCHEDULES SHOWING ADJUSTMENTS TO THE

ORIGINAL COST RATE BASE?

Yes. Schedule B-2 shows adjustments to the OCRB cost rate base proposed by the

Company. Schedule B-2, pages 2 through 6, provide the supporting information. There

are four adjustments shown in Schedule B-2.
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PLEASE DESCRIBE ADJUSTMENT NUMBER 1.

Adjustment number 1, as shown on Schedule B-2, page 2, adjusts plant-in-service ("PIS").

There are three PIS adjustments included in Adjustment 1. These are shown on Schedule

6
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B-2, page 3, and are labeled as adjustments 1-A, 1-B and 1-C.

Q- DO ANY OF THESE ADJUSTMENTS REFLECT INCLUSION OF POST-TEST

YEAR PLANT?

A. Yes. Adjustment l-A in Schedule B-2 increases PIS to reflect post-test year plant. Post~

test year plant consists of electrical generation equipment and arsenic media, both of

which were placed into service since the end of the test year. All of the post-test year

plant is and will be used to serve existing customers, are known and measurable

adjustments. They are revenue neutral and are necessary to serve the test year-end

number of customers,

Q. WHAT CRITERIA FOR INCLUSION OF POST-TEST YEAR PLANT CAN BE

FOUND, IF ANY, IN RECENT COMMISSION DECISIONS?
f

The Commission approved the inclusion of post-test year plant in rate base in several

cases because (i) the plant was revenue neutral (i.e., providing service to customers at end

of test year), and (ii) it has been completed and placed into service a reasonable time

before the hearing, so that it could be inspected and audited.

Q. PLEASE DESCRIBE THE "B" AND "C" ADJUSTMENTS TO ADJUSTMENT

NUMBER 1 ON SCHEDULE B-2.
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Adjustment l-B in Schedule B-2 adjusts PlS to reflect retirement of arsenic media, which

was not retired as of the end of the test year.

Adjustment l-c in Schedule B-2 adjusts PIS to reflect the reconciliation of the

Company's PIS detail to recorded general ledger amounts as reflected on Schedule E-l .
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Q. WHAT IS THE PURPOSE OF ADJUSTMENT NUMBER 2 ON SCHEDULE B-2

REGARDING ACCUMULATED DEPRECIATION?

Adjustment 2 shown on Schedule B-2, page 2, adjusts accumulated depreciation ("A/D").

The details of the A/D adjustments are shown on Schedule B-2, page 4. There are two

A/D adjustments included in Adjustment 2. These are shown on Schedule B-2, page 4,

and are labeled as adjustments "A", and "B".

Adjustment "A" adjusts A/D for the proposed retirements shown in Adjustment l-

B in Schedule B-2.

Adjustment "B" adjusts A/D to reflect the re-computed amounts of A/D per the

Company's B-2 plant detail schedule, pages 3.4 to 3.10.

Q. Do THE PLANT IN SERVICE AND ACCUMULATED DEPRECIATIGN

BALANCES SHOWN ON SCHEDULE B-2 REFLECT THE LAST COMMISSION

RATE ORDER?

Yes. The Company's reconstruction of the PIS balance started with the PIS balance

approved in the last rate case. Reconciliation to the starting balances for PIS and

accumulated depreciation are shown on Schedule B-2, page 3.4. Plant additions and

retirements since the end of the last test year have been added to and deducted from total

plant shown on Schedule B-2, pages 3.5 to 3.10. Pages 3.5 to 3.10 of the schedule show

the details for the accumulated depreciation from the end of the last test year through the

end of the test year using the half-year convention for depreciation.
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PLEASE DESCRIBE THE ADJUSTMENT FOR DEFERRED INCOME TAXES,

ADJUSTMENT NUMBER 3~ ON SCHEDULE B-2.

Adjustment number 3, shown on Schedule B-2, page 5, reflects deferred income taxes.

The Company's computation is based on the adjusted PIS, A/D, AIAC, and CIAC in the

8
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instant case and the adjusted tax basis of its assets using the effective tax rates computed

on the Schedule C-3, page 2. The detail of the Company's deferred income tax

computation is shown on Schedule B-2, pages 5 and 5.1.

Q. THE COMPANY IS A LIMITED LIABILITY COMPANY WHICH DOES NOT

PAY INCOME TAXES. DO LIMITED LIABILITY COMPANIES NORMALLY

RECORD DEFERRED INCOME TAXES?

No. Limited liability companies ("LLC's") are tax pass-through entities and the members

pay income taxes. However, for rate making purposes, the Company is proposing

deferred income taxes to be included in rate base to be consistent with its proposal to

include SWC's income tax expense in operating expenses and to insure a proper match of

rate base, revenue and expenses. Decision No. 74389 (March 19, 2014), had approved

including income taxes as a recoverable expense for the Company. Such recovery is

consistent with the Commission's policy statement approved in Decision No. 73739

(February 22, 2013).

Q- PLEASE CONTINUE WITH YOUR TESTIMONY REGARDING THE RATE

BASE SCHEDULES.

A. Adjustment number 4, labeled as pa and Cb and shown on Schedule B-2, page 6, adjusts

CIAC and amortization based on additional CIAC recorded since the since the last test

year. The recomputed amortization balance reflects the annual composite depreciation

rate for plant-in-service for each year since the last test year.
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Q. HOW WAS THE PROPOSED "FAIR VALUE" RATE BASE SHOWN ON A-1

DETERMINED?

As stated, the FVRB shown on Schedule A-1 is based on OCRB, with no adjustment forA.

A.
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the current values of the Company's plant and property.

c . C Schedules income Sta_tement)

Q. PLEASE EXPLAIN THE ADJUSTMENTS YOU ARE PROPOSING TO THE

REVENUES AND/OR EXPENSES STATEMENT AS SHOWN ON SCHEDULES

C-1 AND C-2.

The following is a summary of adjustments shown on Schedule C-1 :

Adjustment l annualized depreciation expense. The proposed depreciation rate for

each component of utility plant is shown on Schedule C-2, page 2. The depreciation rates

approved in the Company's last rate case were account specific rates. The Company

proposes to continue to use these rates.

Adjustment 2 increases the property taxes based on proposed revenues.

The details of the computation are shown on Schedule C-2, page 3.

Q. How DID YOU COMPUTE THE PROPERTY TAXES AT PROPOSED RATES?
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A. To determine full cash value, I used the method employed by the Arizona Department of

Revenue - Centrally Valued Properties ("ADOR" or "the Department"). This method

determines full cash value by using twice the average of three years of revenue, plus an

addition for CWIP and a deduction for the book value of transportation equipment. In the

instant case, I used two times the adjusted revenues for the year ending December 31,

2014, and one year of revenues at proposed rates. The assessed value (18 percent of full

cash value)2 was then multiplied by the property tax rate to determine adjusted property

tax expense.

2 Cite to A.R.S. § 42-15001.

A.
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Q. IS THIS CONSISTENT WITH PRIOR COMMISSION DECISIONS?

Yes. The Commission approved this method for ascertaining property tax expense in

cases including in Chaparral City Water Company, Decision No. 68176 (September 30,

2005), and in Litchfeld Park Service Company, Decision No. 67279 (October 5, 2004).

Q. IS THIS SYNCHRONIZATION OF PROPERTY TAX EXPENSE WITH

REVENUES PROPER RATE MAKING?

Yes. Like income taxes, property taxes must be adjusted to ensure that the new rates are

sufficient to produce the revenue requirement. For this reason, the Commission has

repeatedly approved the use of proposed revenues to determine an appropriate level of

property tax expense to be recovered through rates.

Q. PLEASE CONTINUE WITH YOUR DISCUSSION OF THE INCOME

STATEMENT ADJUSTMENTS.

A. Adjustment 3 shows the rate case expense estimated by the Company. The Company

estimates rate case expense of $250,000. The Company proposes that rate case expense

be recovered over five years because it believes a five-year cycle for future rate cases is

reasonable given this utility's circumstances.

Q. HOW DID YOU ARRIVE AT THIS AMOUNT?
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A. Based on my experience with rate cases before the Commission, and that of the

Company's counsel. Given SWC's size and the anticipated nature, length and complexity

of the proceedings, I estimate this rate case to cost a total of $250,000.

A.

A.

11



Q. PLEASE EXPLAIN WHY YOU REFER TO THIS AMOUNT AS AN

"ESTIMATE"?

Because ultimately several different factors contribute to what the final actual rate case

expense will be for a particular case. Thus, I can only make an educated guess based on

my experience. The specifics of who may intervene, what unique issues may come into

dispute, what kind of procedural issues we will encounter, are just some of the factors that

determine the final total expense to process a rate case through the Commission. Thus, it

is necessary to propose a reasonable estimate reflective of past experience with similar

sized utilities.

Q. SHOULDN'T THE COMPANY'S EQUITY HOLDERS BEAR SOME OF THE

BURDEN OF RATE CASE EXPENSE?

As a practical matter, actual rate case expense often Tums out to be higher than what is

included in rates. So utility equity holders wind up bearing the burden of such expense.

Even though my estimate of $250,000 for rate case expense is reasonable, it is likely SWC

will actually incur a higher amount of total rate case expense, especially if it Tums out that

several issues will be in dispute. I would also agree that if the utility does something

improper, or advances positions in bad-faith, it should shoulder the burden of such

actions. But, the Commission dictates the process, not the utility, and absent such

"improper action" or "bad faith" circumstances, which are not present in this case, the

utility should be allowed to recover its reasonably incurred rate case expense.
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Q. PLEASE CONTINUE WITH YOUR DISCUSSION OF THE INCOME

STATEMENT ADJUSTMENTS.

Adjustment 4 annualized revenues to the year-end number of customers. The

annualization was based on the number of customers at the end of the test year, compared

12
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1 to the actual number of customers during each month of the test year. Average revenues

by month were computed for the test year. The average revenues were then multiplied by

the increase (or decrease) in number of customers for each month of the test year.

Adjustment number 4 also increase purchased power expense and chemicals expense

based upon the expected additional gallons to be sold from the revenue annualization.

Adjustment 5 reduces revenues based upon water usage normalization. Usage

normalization reflects the expected reduction in gallons sold primarily due to conservation

and is based upon an analysis of trends in customer usage from 2010 through 2014.

Adjustment number 5 also reduces purchased power expense and chemicals expense

based upon the expected reduction in gallons to be sold from the usage normalization.

Adjustment 6 removes Central Arizona Ground Water Replenishment District

("CAGRD") fees recorded during the test year from purchased water expense totaling

$512,734 and removes CAGRD surcharge revenues recorded during the test year from

metered revenues totaling $386,411. SWC recovers CAGRD costs from its approved

surcharge m@ch3nism_3

Adjustment 7 reduces purchased power expense and miscellaneous revenues by

$12,863 for reimbursements of purchased power costs covered under a well sharing
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agreement.

Adjustment 8 reduces metered revenues by $8,855 to eliminate an overfilling error

in metered revenues due the application of incorrect rates to some customers during the

test year. The Company has made refunds to customers.

Adjustment 9 increases contractual services costs (management fees) for known

and measurable changes to the allocated portions of operations, accounting and billing,

and corporate overhead costs since the end of the test year.

3 Decision 72177, February ll, 201 I.

13



DO THE CONTRACTUAL COSTS THE COMPANY HAS RECORDED IN

EXPENSE FOR THE TEST YEAR INCLUDE ANY AFFILIATE PROFIT?

No. The test year costs reflect actual costs.

PLEASE DISCUSS ADJUSTMENT NOS. 10 AND 11.

Adj vestment 10 reflects interest synchronization with rate base.

Adjustment ll reflects the incomes taxes based upon the adjusted test year

revenues and expenses and at the effective tax rate. The computation of the effective

income tax rate follows the framework set-forth in Decision No. 73379.

Iv. RATE DESIGN (H SCHEDULES).

WHAT ARE THE COMPANY'S PRESENT AND PROPOSED RATES FOR

WATER SERVICE?

The Company's present and proposed rates are shown on Schedule H-3 .

WHAT IS THE IMPACT OF THE C()MPANY'S PROPOSED RATES ON A

5/8X3/4 INCH METERED RESIDENTIAL CUSTOMER WITH AN AVERAGE

BILL?
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As shown on Schedule H-2, page l, the present monthly bill for a 5/8x3/4 inch metered

residential customer using an average of 4,604 gallons is $30.94. The proposed monthly

bill for a 5/8x3/4 inch metered residential customer using an average of 4,604 gallons

would be $34.81, an increase of $3.87, or 12.50 percent above the present rates.

Q.

A.

A.

Q.

A.

A.

Q.
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Q. HAS THE COMPANY PROPOSED A CHANGE IN THE OVERALL RATE

DESIGN STRUCTURE AS PART OF ITS PROPOSAL?

No. The Company rate design reflects the inverted-tier design adopted in the last case

including the respective break-over points. The monthly minimums and commodity

charges were increased to recover the Company's proposed revenue requirement and in

approximately the same overall proportions as the test year. In other words, under present

rates, the Company recovered approximately 47.9 percent of revenues from the monthly

minimums and 52.1 percent from the commodity rates. Under the proposed rates, the

Company will recover approximately 47.6 percent of revenues from the monthly

minimums and 52.4 percent from the commodity rates. Schedule H-3, pages 3 and 4,

show the revenue recovery from the monthly minimums and commodity rates under

present and proposed rates.

Q. ARE THERE ANY CHANGES TO THE MISCELLANEOUS SERVICE

CHARGES?

A. Yes. The Company proposes to: (i) eliminate the Establishment - After Hours ($40) and

Reconnection - Delinquent and After Hours (840) charges, and (ii) proposes to replace

those charges with an After Hours Charge of $50. This charge will apply to all services

provided after hours and at the customer's request to have the service perfonned after

regular business hours.

Q. ARE THERE ANY CHANGES To THE METER AND SERVICE LINE

INSTALLATION CHARGES?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

No.
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1 ARE THERE ANY CHANGES TO THE OFF-SITE HOOK-UP FEES?

No.

4 Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY ON RATE BASE,

INCOME STATEMENT AND RATE DESIGN?

Yes.

Q.
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RESUME OF THOMAS J. BOURASSA, CPA

EDUCATIONAL BACKGROUND

B.S. Northern Arizona University Chemistry/Accounting (1980)
M.B.A. University of Phoenix with Emphasis in Finance (1991)
C.P.A. State of Arizona (1995)
Continuing Professional Education - In areas of tax, accounting, management,
economics, finance, business valuation, consulting, and ethics (80 hrs every two years)

MEMBERSHIPS
Arizona Society of CPAs
Water Utilities Association of Arizona
American Water Works Association
Society of Regulatory Financial Analysts

EMPLQYMENT EXPERIENCE

1995 -- Present CPA - Self Employed
Consultant to utilities on regulatory matters including all aspects of
rate applications (rate base, income statement, cost of capital, cost
of service, and rate design), rate reviews, certificates of
convenience and necessity (CC&N), CC&N extensions, financing
applications, accounting order applications, and off-site facilities
hook-up fee applications. Provide expert testimony as required.

Consult on various aspects of business, financial and accounting
matters including best business practices, generally accepted
accounting principles, generally accepted ratemaking principles,
project analysis, cash flow analysis, regulatory treatment of certain
expenditures and investments, business valuations, and rate
reviews.

Litigation support services.

1992-1995 Employed by High-Tech Institute, Phoenix, Arizona as Controller
and C.F.O.

1989-1992 Employed by Alta Technical School, a division of University of
Phoenix as Division Controller.

1985-1989 Employed by M.L.R. Builders, Tampa and Pensacola, Florida as
Operations/Accounting Manager

1982-1985 Employed by and part owner in Area Sand and Clay Company,
Pensacola, Florida.

Exhibit TJB-l
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1981-1982 Employed by Purdue University, West Lafayette, Indiana as
Teaching Assistant.
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SUMMARY OF REGULATORY WORK EXPERIENCE AS SELF EMPLOYED
CONSULTANT

COMPANY/CLIENT FUNCTION
Tierra Buena Water Company
ACC Docket No. W-02076A-I5-013

Permanent Rate Application .-- Water.
Assisted in preparation of short-form
schedules.

Red Rock Utilities, LLC
ACC Docket No. W-04245A-I4-0295

Permanent Rate Application - Water and
Wastewater. Prepared schedules and
testified on Rate Base, Plant, Income
Statement, Revenue Requirement, Rate
Design, and Cost of Capital.

Quail Creek Water Company
ACC Docket No. W-02514A-14-0370

Permanent Rate Application - Water.
Prepared schedules and testified on Rate
Base, Plant, Income Statement, Revenue
Requirement, Rate Design, and Cost of
Capital.

Tonto Basin Water Company
ACC Docket No. W-03515A-14-0310

Permanent Rate Application -_ Water.
Prepared short-form schedules for Rate
Base, Income Statement, Plant, Bill
Counts, and Rate Design.

Navajo Water
ACC Docket No. W-03511A-14-304

Permanent Rate Application __ Water.
Prepared short-form schedules for Rate
Base, Income Statement, Plant, Bill
Counts, and Rate Design.

Alaska Power Company
Regulatory Commission of Alaska
Docket No. U-14-002

Prepared schedules and testified on cost of
capital.

Anchorage Municipal Light & Power
Regulatory Commission of A1aska
Docket No. U-13-184

Prepared schedules and testified on cost of
capital.

Liberty Utilities (Pine Bluff) Inc.
Arkansas Public Service Commission
Docket No. 14-020-U

Permanent Rate Application - Prepared
schedules and testified on Rate Base,
Plant, Income Statement, Revenue
Requirement, Cost of Service, Rate
Design, and Cost of Capital.

Abra Water Company Permanent Rate Application - Prepared

Exhibit TJB- l
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COMPANY/CLIENT
ACC Docket No. W-01782A-14-0084

.FUNCTIQN
schedules and testi fied on Rate Base,
Plant ,  Income Statement, Revenue
Requirement, Rate Design, and Cost of
Capi ta l .

EPCOR Water Arizona, Inc.
ACC Docket No. W~01303A-14-0010

Permanent Rate Application - Prepared
rate designs and cost of Service studies for
Mohave Water District, Mohave
Wastewater District, Paradise Valley
Water District, Tubac Water District, and
Sun City Water District.

Liberty Utilities (Midstates Natural Gas),
Inc.
Missouri Public Service Commission
Case No. GR-2014-0152

Permanent Rate Appl icat ion -  Ass ist  in
preparing required rate appl ication
schedules  for  Rate  Base ,  Plant ,  Income
Statement, Revenue Requirement, and
Rate  Des ign.

Hydro Resources, LLC.
ACC Docket No. W-20770A-13-03 IN

Certificate of Convenience and Necessity
.- Water. Prepared pro~forma balance
sheets, income statements, plant
schedules, rate base, and initial rates.

Little Park Water Company
ACC Docket No. W-02192A-13_0336

Permanent Rate Appl ication - .  Water .
Prepared short-form schedules for Rate
Base, Income Statement, Plant,  Bi l l
Counts , and Rate Design.

Utility Source, LLC.
ACC Docket No. WS-04235A-l3-0331

Permanent Rate  Appl icat ion -  Water  and
Sewer . Prepared schedules  and test i f ied
on Rate Base, Plant, Income Statement,
Revenue Requirement, Rate Design, and
Cost of Capi tal .

Payson Water Company
ACC Docket No. w-03514A_13-01 11
ACC Docket No. w-03514A_13-0I42

Pennanent  Rate  Appl icat ion -  Water .
Prepared schedules and testified on Rate
Base , Plant ,  Income Statement, Revenue
Requirement, Rate Design, and Cost of
Capi ta l .

Financing Application. Prepared financial
ratios and debt surcharge mechanism.

Goodman Water Company Valuation

Exhibit TJB-1
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COMPANY/CLIENT
Verde Santa Fe Wastewater
ACC Docket No. SW=03437A-13-0292

FLHNCTIQN
Permanent Rate Appl ication --  Sewer .
Prepared schedules and testified on Rate
Base , Plant ,  Income Statement,  Revenue
Requirement, Rate Design, and Cost of
Capi ta l .

Logo Del Oro Water Company
ACC Docket No. W-01944A-13-0215

Permanent Rate Appl ication .-  Water ,
Prepared schedules and testified on Rate
Base , Plant ,  Income Statement,  Revenue
Requirement, Cost of Service , Rate
Design, and Cost of Capital .

Chaparral City Water Company
ACC Docket No. W-02113A-I3-01 18

Permanent Rate Application - Prepared
and testified on cost of service study.

Las Quintus Serenes Water Company
ACC Docket No. W-01583A-13-0117

Permanent Rate  Appl icat ion -  Water .
Prepared schedules and testified on Rate
Base , Plant ,  Income Statement,  Revenue
Requirement, Rate Design, and Cost of
Capi ta l .

Southwest Environmental Utilities. Inc.
ACC Docket No. WS-20878A-13-0065

Certi f icate of Convenience and Necess i ty
.-  Water  and Wastewater .  Prepared pro-
forma balance sheets , income statements,
plant schedules, rate base, and initial  rates.

Litchfield park Service Company
ACC Docket No, SW-01428A-13~0043
ACC Docket No. w-0I428A-13-0042

Permanent Rate Application - Water and
Sewer. Prepared schedules and testified
on Rate Base, Plant, Income Statement,
Revenue Requirement, Rate Design, Cost
of Service, and Cost of Capital.

Beaver Dam Water Company
ACC Docket No. WS-03067A-12-0232

Permanent Rate  Appl icat ion.  Prepared
schedules on Plant, Income Statement,
Revenue Requirement,  and Rate  Design.

Rio Rico Utilities
ACC Docket No. WS-02676A-12-0196

Permanent Rate  Appl icat ion -  Water  and
Sewer .  Prepared schedules  and test i f ied
on Rate Base, Plant, Income Statement,
Revenue Requirement, Cost of Service ,
Rate Design, and Cost of Capital .

Vail Water Company
ACC Docket No. w-0165113_12-0339

Permanent Rate  Appl icat ion. Prepared
schedules and testi fied on Rate Base,
Plant, Income Statement, Revenue

Exhibit TJB- l
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COMPANY/CLIENT FUNCTION
Requirement, Cost of Service, Rate
Design, and Cost of Capital.

Avra Water Co-Op.
ACC Docket No. w-021;z6A_11-0480

Permanent Rate Application. Prepared
schedules and testified on Rate Base,
Plant, Income Statement, Revenue
Requirement, Cost of Service, Rate
Design, and Cost of Capital.

Pima Utility Company
ACC Docket No. W-02199A-11-0329
ACC Docket NO, SW-02]99A-1 1-0330

Permanent Rate Application .- Water and
Sewer. Prepared schedules and testified
on Rate Base, Plant, Income Statement,
Revenue Requirement, Cost of Service,
Rate Design, and Cost of Capital.

Work on financing application.

Liberty Utilities (CALPECO Electric),
LLC)
Docket No. 11202020

Work on preparation of permanent rate
application. Prepared schedules on Rate
Base, Plant, Income Statement, Revenue
Requirement.

Liv co Water Company
ACC Docket No. SW-02563A-11-0213

Permanent Rate Application .- Water and
Sewer. Prepared short-form schedules for
Rate Base, Income Statement, Plant, Bill
Counts, and Rate Design.

Orange Grove Water Company
ACC Docket No. W-02237A-11-0180

Permanent Rate Application. Prepared
schedules on Plant, Income Statement,
Revenue Requirement, and Rate Design.

Goodman Water Company
ACC Docket No. W-02500A-10_0382

Permanent Rate Application - Water.
Prepared schedules and testified on Rate
Base, Plant, Income Statement, Revenue
Requirement, Rate Design, and Cost of
Capital.

Doney Park Water
ACC Docket No. W-01416A_10-0450

Permanent Rate Application - Water.
Prepared schedules and testified on Rate
Base, Plant, Income Statement, Revenue
Requirement, and Rate Design.

Grimmelmann, Er. al. v. Pulte Home
Corporation, et. al., case no. CV-08-1878-
PHX-FJM, the United States District Court

Consultant to defendant and expert
witness for defendant on rates and
ratemaking.

Exhibit TJB-1
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COMPANY/CLIENT FUNCTION
for the District of Arizona.

Southern Arizona Home Builders
Association

Consultant on ratemaking aspects to line
extension policies (electric).

H20 Water Company Valuation

Tierra Linda HOA Water Company Valuation

Las Quintal Serenes Water Company
ACC Docket No. W-01583A-09-0589

Permanent Rate Application -.- Water.
Prepared schedules and testified on Rate
Base, Plant, Income Statement, Revenue
Requirement, Rate Design, and Cost of
Capital.

Coronado Utilities
ACC Docket No. SW-04305A-09-0291

Permanent Rate Application .-
Wastewater. Prepared schedules and
testified on Rate Base, Plant, Income
Statement, Revenue Requirement, Rate
Design, and Cost of Capital.

Little Park Water Company
ACC Docket No. w-02192A_09-053 l

Permanent Rate Application. Prepared
schedules on Plant, Income Statement,
Revenue Requirement, and Rate Design.

Sahuarita Water Company
ACC Docket No. W-03718A-09-0359

Permanent Rate Application - Water.
Prepared schedules and testified on Rate
Base, Plant, Income Statement, Revenue
Requirement, Rate Design, Cost of
Service, and Cost of Capital.

Bella Vista Water Company
Souther Sunrise Water Company
Northern Sunrise Water Company
ACC Docket No. W-02465A-09-0414
ACC Docket No. W-02453A-09-0414
ACC Docket No. W-02454A-09-0414

Permanent Rate Application - Water.
Prepared schedules and testified on Rate
Base, Plant, Income Statement, Revenue
Requirement, Rate Design, Cost of
Service, and Cost of Capital.

Rio Rico Utilities, Inc
ACC Docket No. WS-02676A-09_0257

Permanent Rate Application -- Water and
Sewer. Prepared schedules and testified
on Rate Base, Plant, Income Statement,
Revenue Requirement, Rate Design, and
Cost of Capital.

Exhibit TJB-]
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COMPANY/CLIENT FUNCTION
Litchfield park Service Company
ACC Docket No. SW-01428A-09-0103
ACC Docket No. w-01428A-09-0104

Permanent Rate Application -. Water and
Sewer. Prepared schedules and testified
on Rate Base, Plant, Income Statement,
Revenue Requirement, Rate Design, Cost
of Service, and Cost of Capital.

Town of Thalcher v. City of Safford, CV
2007-240, Superior Court of Arizona

Consultant to plaintiff on ratemaking and
cost of service.

Valencia Water Company
California Public Utility Commission Case
No. 09-05-002

Cost of Capital

Valley Utilities
ACC Docket No. w-01412A_08-0586

Permanent Rate Application. Prepared
schedules and testified on Rate Base,
Plant, Income Statement, Revenue
Requirement, and Rate Design.

Black Mountain Sewer Company
ACC Docket No. SW-02361A-08-0609

Permanent Rate Application - Sewer.
Prepared schedules and testified on Rate
Ba,se, Plant, Income Statement, Revenue
Requirement, Rate Design, and Cost of
Capital.

Far West Water and Sewer Company
ACC Docket No. WS-03478A_08-0608

Interim Rate Application (Emergency
Rates)

Farmers Water Company
ACC Docket No. w-01654A_08-0502

Permanent Rate Application. Prepared
schedules and testified on Rate Base,
Plant, Income Statement, Revenue
Requirement, and Rate Design .

Far West Water and Sewer Company
ACC Docket No. WS-03478A-08-0454

Permanent Rate Application. Sewer.
Prepared schedules and testified on Rate
Base, Plant, Income Statement, Revenue
Requirement, Rate Design and Cost of
Capital.

Ridgeline Water Company, LLC
ACC Docket No. W-20589A-08-0173

Certificate of Convenience and Necessity
- Water. Prepared pro-forma balance
sheets, income statements, plant
schedules, rate base, financing, and initial
rates.

Exhibit TJB- I
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COMPANY/CLIENT
Sacramento Utilities, inc.
ACC Docket No. SW~20576A_08_0067

FUNCTION
Certificate of Convenience and Necessity
» Wastewater. Prepared pro-forma
balance sheets, income statements, plant
schedules, rate base, and financing.

Johnson Utilities
ACC Docket No. WS-02987A-08-0180

Permanent Rate Application. Water and
Sewer. Prepared schedules and testified
on Rate Base, Plant, Income Statement,
Revenue Requirement, Rate Design and
Cost of Capital.

Participate in 40-252 proceeding.

Orange Grove Water Company
ACC Docket No. W-02237A-08-0455

Permanent Rate Application. Prepared
schedules on Plant, Income Statement,
Revenue Requirement, and Rate Design.

Far West Water and Sewer Company
ACC Docket No. WS-03478A-07-0442

Financing Application. Prepare schedules
to support application.

Oak Creek Water No. I
ACC Docket No. W-01392A-07-0679

Permanent Rate Application. Prepared
schedules and testified en Rate Base,
Plant, Income Statement, Revenue
Requirement, and Rate Design.

ICE Water Users Association
Docket W-02824-07-0388

Permanent Rate Application. Prepared
schedules and testified on Rate Base,
Plant, Income Statement, Revenue
Requirement, and Rate Design.

Johnson Utilities Valuation consultant in the matter of the
sale of Johnson Utilities assets to the
Town of Florence.

HZO, Inc
ACC Docket No. W-02234A-07-0550

Permanent Rate Application. Prepared
schedules and testified on Rate Base,
Plant, Income Statement, Revenue
Requirement, Rate Design, and Cost of
Capital.

Chaparral City Water Company
ACC Docket No. W-021 13A-07-055 l

Permanent Rate Application. Prepared
schedules and testified on Rate Base, Plant,
Income Statement, Revenue Requirement,
Rate Design, and Cost of Capital.

Exhibit TJB- 1
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COMPANY/CLIENT FUNCTION
Valley Utilities
ACC Docket No. W-01412A-07-056l

Financing Application. Prepare schedules
to support application.

Valley Utilities
ACC Docket No. w-01412A_07-280

Emergency Rate Application. Prepare
schedules to support application.

Valley Utilities
ACC Docket No. w-0I412A_07-0278

Accounting Order. Assist in preparing
definition and scope of costs for deferral
for future regulatory consideration and
treatment.

Litchfield Park Service Company
ACC Docket No. W-01427A-06_0807

Accounting Order. Assist in preparing
definition and scope of costs for deferral
for future regulatory consideration and
treatment.

Golden Shores Water Company
ACC Docket No. W-018]5A-07-01 17

Permanent Rate Application. Water.
Prepared schedules and testified on Rate
Base, Plant, Income Statement, Revenue
Requirement, Rate Design, and Cost of
Capital.

Diablo Village Water Company
ACC Docket No. W-02309A-07-0140

Off-site facilities hook-up fee application.
Prepare schedules to support application.

Diablo Village Water Company
ACC Docket No. W-02309A~07-0399

Permanent Rate Application (Class C).
Water. Prepared schedules and testified
on Rate Base, Plant, Income Statement,
Revenue Requirement, Rate Design, and
Cost of Capital.

Sahuarita Water Company
(Rancho Sahuarita Water Co.)
ACC Docket NO. W-03718A-07-0687

Extension Certificate of Convenience and
Necessity .-. Water. Prepared pro-forma
balance sheets, income statements, plant
schedules, rate base, and financing.

Utility Source, L.L.C.
ACC Docket No. WS-04235A-06-0303

Permanent Rate Application- Water and
Wastewater. Prepared schedules and
testified on Rate Base, Plant, Income
Statement, Revenue Requirement, Rate
Design, and Cost of Capital.
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COMPANY/CLIENT
Tierra Buena Water Company

FUNC8*]_0)
Valuation of Tierra Buena Water
Company for estate purposes.

Goodman Water Company
ACC Docket No, W-02500A-06-0281

Permanent Rate Application (Class C).
Water. Prepared schedules and testified
on Rate Base, Plant, Income Statement,
and Cost of Capital.

Links at Coyote Wash Utilities
ACC Docket No. SW-04210A-06-0220

Certificate of Convenience and Necessity
- Sewer. Prepared pro-forma balance
sheets, income statements, plant
schedules, rate base, financing, and initial
rate design.

ACC Docket NO; W-0173A-06-0171
Extension Certificate of Convenience and
Necessity - Water. Prepared pro-forma
balance sheets, income statements, plant
schedules, rate base, and financing.

ACC Docket No. WS-02987A-04-0501
Docket WS-02987A-04-0177

Extension of Certificate of Convenience
and Necessity -- Sewer, Prepared pro-
forma balance sheets, income statements,
plant schedules, rate base, financing, and
initial rate design.

Bachmann Springs Utility
ACC Docket No. WS-03953A--7-0073

Permanent Rate Application - Water and
Sewer. Prepared short-form schedules for
Rate Base, Income Statement, Plant, Bill
Counts, and Rate Design.

Avra Water Cooperative
ACC Docket No. w-02126A_06_0234

Permanent Rate Application - Water.
Prepared schedules and testified on Rate
Base, Plant, Income Statement, Revenue
Requirement, and Rate Design.

Gold Canyon Sewer Company
ACC Docket No. SW-02519IA_06-0015

Permanent Rate Application .- Sewer.
Prepared schedules and testified on Rate
Base, Plant, Income Statement, Revenue
Requirement, Rate Design, and Cost of
Capital.

State 0fArizona v. Far West Water and
Sewer, No. 1 CA-CR 06-0160

Expert witness on behalf of defendant in
penalty phase of case.

Far West Water and Sewer Company Permanent Rate Application - Sewer.

Exhibit TJB- 1
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COMPANY/CLIENT FUNCTION
ACC Docket No. WS-03478A-05-0801 Prepared schedules and testified on Rate

Base, Plant, Income Statement, Revenue
Requirement, Rate Design, and Cost of
Capital.

Black Mountain Sewer Company
ACC Docket No. SW-0236IA-05-0657

Permanent Rate Application - Sewer.
Prepared schedules and testified on Rate
Base, Plant, Income Statement, Revenue
Requirement, Rate Design, and Cost of
Capital.

Balterra Sewer Company
ACC Docket No. SW-02304A-05-0586

Certificate of Convenience and Necessity
-- Sewer. Prepared pro-forma balance
sheets, income statements, plant
schedules, rate base, financing, and initial
rate design.

Community Water Company of Green
Valley
ACC Docket No, W-02304A_05-0830

Permanent Rate Application -- Water.
Prepared schedules and testified on Rate
Base, Plant, Income Statement, Revenue
Requirement, and Rate Design.

McClain Water Systems
Northern Sunrise Water
Southern Sunrise Water
ACC Docket No. W-020453A-06-025 I

Certificate of Convenience and Necessity
.- Water. Prepared pro-forma balance
sheets, income statements, plant
schedules, rate base, financing, and initial
rate design.

Valley Utilities Water Company
ACC Docket No. w-01412A_04_0376

Off-site facilities hook-up fee application.
Prepare schedules to support application.

Valley Utilities Water Company
ACC Docket No. w-01412A-04-0376

Permanent Rate Application - Water.
Prepared schedules and testified on Rate
Base, Plant, Income Statement, and
Revenue Requirement. Assisted in
preparation of Rate Design.

Beardsley Water Company
ACC Docket No. W-02074A-04-0358

Permanent Rate Application - Water.
Prepared short-fonn schedules for Rate
Base, Income Statement, Plant, Bill
Counts, and Rate Design.

Pine Water Company, Inc.
ACC Docket No. W-03512A-03-0279

Interim and Pennanent Rate Application,
Financing Application - Water. Prepared
schedules and testified on Rate Base,

Exhibit TJB- l
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COMPANY/CLIENT FUNCTION
Plant, Income Statement, Cost of Capital,
and Rate Design.

Chaparral City Water Company
ACC Docket No. W-02113A-04-0616

Permanent Rate Application. Prepared
schedules and testified on Rate Base,
Plant, and Income Statement. Assisted in
preparation Rate Design.

Tierra Linda Home Owners Association
ACC Docket No. W-0423A-04-0075

Certificate of Convenience and Necessity
- Water. Prepared pro-forma balance
sheets, income statements, plant
schedules, rate base, financing, and initial
rate design.

Diamond Ventures - Red Rock Utilities
ACC Docket No. WS-04245A-04-0184

Certificate of Convenience and Necessity
_- Water and Sewer. Prepared pro-forma
balance sheets, income statements, plant
schedules, rate base, financing, and initial
rate design.

Arizona-America
ACC Docket No.
ACC Docket No.
ACC Docket No.
ACC Docket No.
ACC Docket No.

n Water Company, Inc.
WS-01303A-02-0867
WS-01303A-02-0868
WS-01303A-02-0869
WS-01303A-02-0870
WS-01303A-02-0908

Permanent Rate Application Water and
Sewer (10 divisions). Prepared schedules
and testimony on Rate Base, Plant,
Income Statement, and Revenue
Requirement. Assisted in preparation of
Rate Design.

Bella Vista Water Company, Inc.
ACC Docket No. w-02465A_01 -0776

Permanent Rate Application - Water.
Prepared schedules and testimony on Rate
Base, Plant, Income Statement, and
Revenue Requirement. Assisted in
preparation of Cost of Capital and Rate
Design .

Green Valley Water Company
Docket (2000 Not Filed)

Permanent Rate Application. Prepared
schedules and testimony on Rate Base,
Plant, Income Statement, and Revenue
Requirement. Assisted in preparation of
Cost of Capital and Rate Design,

Gold Canyon Sewer Company
ACC Docket No. SW-025 l 9A-00-0638

Permanent Rate Application - Sewer,
Prepared schedules and testimony on Rate

Exhibit TJB- 1
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COMPANY/CLIENT FUNCTION
Base, Plant, Revenue Requirement, and
Income Statement. Assisted in
preparation of Cost of Capital and Rate
Design.

Rio Verde Utilities, Inc.
ACC Docket No. WS-02156A_00-0321

Permanent Rate Application .-- Water and
Sewer. Prepared schedules and testimony
on Rate Base, Plant, Revenue Requirement,
and Income Statement. Assisted in
preparation of Cost of Capital and Rate
Design.

Liv co Water Company
Liv co Sewer Company
ACC Docket No. SW-02563A-05-0820

Permanent Rate Application .- Water.
Prepared short-form schedules for Rate
Base, Income Statement, Plant, Bill
Counts, and Rate Design.

Liv co Water Company
ACC Docket No. SW-02563A-07_0506

Permanent Rate Application -. Water and
Sewer. Prepared short-form schedules for
Rate Base, Income Statement, Plant, Bill
Counts, and Rate Design.

Cave Creek Sewer Company Revenue Requirement, Rate Adjustment
and Rate Design - Sewer.

Avra Water Cooperative
ACC Docket No. w-02126A_00_0269

Permanent Rate Application - Water.
Assisted in preparation oRate Base, Plant,
Income Statement, Revenue Requirement,
and Rate Design.

Town of Oro Valley Revenue Requirements, Water Rate
Adjustments and Rate Design.

Far West Water Company
ACC Docket No. WS-03478A-99-0144

Permanent Rate Application - Water.
Assisted in preparation of schedules for
Rate Base, Income Statement, Revenue
Requirement, Lead-Lag Study, Cost of
Capital, and Rate Design.

MHC Operating Limited Partnership
Sedona Venture Wastewater
ACC Docket No. W-

Permanent Rate Application .- Sewer.
Assisted in preparation of schedules for
Rate Base, Plant, Income Statement, and
Rate Design.

Vail Water Company Permanent Rate Application. Assisted in
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COMPANY/CLIENT
ACC Docket No. w-01651B-99-0406

FUNCTION
preparation of schedules for Rate Base,
Plant, Income Statement, and Rate Design.

E&T Water Company
ACC Docket No. W-01409A-95-0440

Permanent Rate Application - Water.
Assisted in preparation of schedules for
Rate Base, Plant, Income Statement, and
Rate Design.

New River Utility
ACC Docket No, W-0] 737A-99-0633

Permanent Rate Application - Water.
Assisted in preparation of schedules for
Rate Base, Plant, Income Statement, and
Rate Design.

Golden Shores Water
ACC Docket No. W-01815A-98-0645

Permanent Rate Application .- Water.
Assisted in preparation of schedules for
Rate Base, Plant, Income Statement, and
Rate Design.

Ponderosa Utility Company
ACC Docket No. W-01717A-99_0572

Permanent Rate Application - Water.
Assisted in preparation of schedules for
Rate Base, Plant, Income Statement, and
Rate Design.

Chapa1Tal City Water Company
Docket (1999 Not Filed)

Permanent Rate Application - Water.
Prepared schedules and testimony on Rate
Base, Plant, Revenue Requirement, and
Income Statement. Assisted in preparation
of Cost of Capital and Rate Design.
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1. INTRODUCTION

Q. PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive, Phoenix,

Arizona 85029.

Q. ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING?

I am testifying in this proceeding on behalf of the applicant, Sahuarita Water Company,

LLC. ("SWC" or the "Company").

Q. HAVE YOU PREVIOUSLY SUBMITTED DIRECT TESTIMCNY IN THE

INSTANT CASE?

Yes, my Direct Testimony was submitted in support of the initial application in this

docket. There were two volumes, one addressing rate base, income statement and rate

design, and the other addressing cost of capital.

Q. WHAT IS THE PURPOSE OF THIS REBUTTAL TESTIMONY?

1

2

3

4 A.

5

6

7

8 A .

9

10

11

12

13 A .

14

15

16

17

18 A .

19

20

21

22

23

24

25

26

27

I will provide Rebuttal Testimony in response to the direct filings by Staff. More

specifically, this first volume of my Rebuttal Testimony relates to rate base, income

statement and rate design for SWC. In a second, separate volume of my Rebuttal

Testimony, I will present an update to the Company's requested cost of capital as well as

provide responses to Staff on the cost of capital and rate of return applied to the fair value

rate base, and the detennination of operating income.

1



1 11. SUMMARY OF SWC'S REBUTTAL POSITION

2

3 Q. WHAT IS  THE REVENUE THE COM PANY IS  PROPOSING IN THIS

4 REBUTTAL TESTIMONY?

5

6

The Company proposes a total revenue requirement of $3,173,381 which constitutes an

increase in revenues of $276,638, or 9.55% over adjusted test year revenues.

7

8 Q. HOW DO THESE COMPARE WITH THE COMPANY'S DIRECT FILING?

9

10

11

In the direct filing, the Company requested a total revenue requirement of $3,229,480,

which required an increase in revenues of $332,733, or 11.49%.

12 Q. WHAT ACCOUNTS FOR THE DIFFERENCE?

13

14

15

16

17

18

19

20

21

22

In its rebuttal filing, SWC has adopted a number of rate base and revenue/expense

adjustments recommended by Staff, as well as proposed a number of adjustments of its

own based on known and measurable changes to the test year.

The net result of these adjustments is: (1) the Company's proposed operating

expenses have decreased by $49,991 from $2,298,742 in the direct tiling to $2,248,744,

and (2) a net increase in rate base of $61,682 from the direct filing of 89,298,032 to

$9,359,714.

The Company continues to recommend a cost of equity of l0.5%. In addition, the

Company continues to recommend a 9.2% rate of return on FVRB based on the Company

weighted average cost of capital which reflects the Company's capital structure of20.57%

debt and 79.43% equity. I discuss the Company proposed return on equity, cost of debt,

and capital structure in my cost of capital testimony.

23

24

25

26

27

A.

A.

A.
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WHAT ARE THE PROPOSED REVENUE REQUIREMENTS AND RATE

INCREASES FOR THE COMPANY AND STAFF AT THIS STAGE OF THE

PROCEEDING?

Company-Direct

Staff

Company-Rebuttal

The proposed revenue requirements and proposed rate increases are as follows :

Revenue Requirement

$3,229,480

$2,967,308

$3,173,385

Revenue Inch.

$332,733

$70,562

$276,638

% Increase

11 .49%

2.44%

9.55%

WOULD YOU PLEASE IDENTIFY THE PARTIES' RESPECTIVE RATE BASE

RECOMMENDATIONS?

Company-Direct

Staff

Company Rebuttal

Yes, the rate bases proposed by the Company and Staff are as follows:

OCRB FVRB

8 9,298,032 $ 9,298,032

33 8,778,456 $ 8,778,456

$ 9,359,714 $ 9,359,714

III. RATE BASE

WOULD YOU PLEASE DISCUSS THE COMPANY'S PROPOSED ORIGINAL

COST RATE BASE?

1

2

3

4 A.

5

6

7

8

9

10

11

12 A .

13

14

15

16

17

18

19

20

21

22 A.

23

24

25

26

27

Yes, The Company's rebuttal rate base adjustments to OCRB are detailed on rebuttal

schedules B-2, pages 3 through 6. Rebuttal Schedule B-2, pages l and 2, summarize the

Company's proposed adj ustments and the rebuttal OCRB .

Q.

Q.
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A. Plant-in Service (PIS)

PLEASE DISCUSS THE COMPANY'S PROPOSED ADJUSTMENTS T() PLANT-

IN-SERVICE, AND IDENTIFY ANY ADJUSTMENTS YOU HAVE ACCEPTED

FROM STAFF?

The Company's proposed plant-in-service ("PIS") adjustment is Rebuttal B-2, Adjustment

Rebuttal B-2, Adjustment 1,1, and is summarized on Rebuttal Schedule B-2, page 2.

actually consists of seven individual adjustments labeled as "A", "B", "C", "D", "E", "F",

and "G" on Rebuttal Schedule B-2, page 3.

Adjustment A reflects the reversal of $250,000 of retirements for arsenic media

(Acct. 3203) the Company proposed in its direct tiling! In its initial filing, the Company

proposed retirements of totaling $365,917 consisting of $l20>000, $l30,000, and $115,917

the Company treated as regeneration costs.2 Based upon discussions with Staff, these

were not regeneration costs, but rather original arsenic media costs.

Adjustment B reflects a reclassification of $250,000 of arsenic media cost from

Plant Account 320.3 Arsenic Media to Plant Accounts 320 Water Treatment

Equipment for $120,000 and 320.4 Original Arsenic Media for $130,000. The net

impact on the total PIS balance is zero.

Adjustment C reflects a reclassification of $575,005 of original arsenic media costs

from Plant Account 320 .--- Water Treatment Equipment to plant account 320.4 - Original

Arsenic Media.

Adjustment D reflects the retirement of original arsenic media totaling

$287,502.50.

See Direct Schedule B-2, page 3.2.
See Direct Schedule B-2, page 3.2.

4
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1 Q. PLEASE EXPLAIN THE REASONS FOR PIS ADJUSTMENTS 6¢A"9 UB977 £6C"9

2

3

4

5

6

AND ¢ ¢ Da7.

These adjustments reflect a change in the treatment of arsenic media related costs. After

discussions with Staff, it was determined that the accounting of the arsenic media costs, as

the Company now proposes, more appropriately adheres to the history and nature of the

transactions surrounding the arsenic media.

7

8

9

10

Q. BRIEFLY DESCRIBE THE HISTORY AND NATURE OF THE ARSENIC MEDIA

TRANSACTIONS.

12

13

14

15

16

17

18

19

SWC witness Mr. Geoff Caron also details the history of the arsenic media, from an

engineering and operational perspective, in his Rebuttal Testimony. In 2009, the Company

installed original virgin arsenic media in its arsenic water treatment plant at a cost of

$575,005. The arsenic media was separated into two vessels (a primary and a secondary).

I will refer to these as Batch 1.0 and Batch 2.0. In 2011, Batch 1.0 was scheduled for

regeneration, but Batch 1.0 was destroyed during the process of regeneration. In 2012, the

Company purchased replacement arsenic media (Batch 3.0) and the vendor agreed to only

charge the Company the cost of regeneration rather than the cost of new virgin arsenic

media. The Company paid $130,000 for the new arsenic media to replace Batch 1.0 in

2012. In 2013, Batch 2.0 was regenerated at a cost of$l 15,917.

20

21

22

23

24

25

26

27

Q. HOW IS THE REBUTTAL TREATMENT OF THE ARSENIC MEDIA COST

DIFFERENT THAN THE COMPANY PROPOSED IN ITS DIRECT FILING?

In the Company's direct filing, the Company proposed retiring $250,000 of arsenic media

related costs which the Company assumed to be related to regeneration. The Company did

not propose to reclassify the $575,005 of original arsenic media to a separate plant account,

so these costs were included in the Plant Account 320 - Water Treatment Equipment

balance. In the rebuttal filing, the $250,000 of cost is considered part of the original

A.

A.

A.

5



arsenic media and is ultimately transferred to account 320.4 - Original Arsenic Media. As

reflected in the rebuttal filing, plant account 320.4 - Original Arsenic Media has a balance

of $417,50 That amount consists of $575,005 of cost for the original arsenic media

purchased in 2009 (Batch 1.0 and Batch 2.0) - plus $130,000 of the replacement media

purchased in 2012 (Batch 3.0) - less the retirement of original media in 2011 (Batch l.0)

costing $287,503 .

8 Q WHY IS THE COMPANY PRDPOSING THE RECLASSIFICATION OF THE

CRIGINAL ARSENIC MEDIA COSTS TO A SEPARATE PLANT ACCOUNT?

Because the original arsenic media has a useful life of approximately 15 years, which is

less than the useful life of other water treatment plant, which currently has an estimated

useful life of 30 years.

14 Q IS STAFF IN AGREEMENT WITH THE COMPANY ()N THE COMPANY'S

PROPOSED REBUTTAL TREATMENT OF THESE COSTS?

I will let Staff speak for itself, but based upon my discussions with Staff I believe so.

18 Q THANK you. PLEASE CONTINUE WITH YOUR DISCUSSION OF THE

COMPANY'S REBUTTAL PIS ADJUSTMENTS?

Adjustment E reflects a reclassification of PIS which is a reflection, in part, of Staffs

proposed reclassification.4 The net impact on the overall PIS balance is zero.

23 Q WHAT'S DIFFERENT?

The Company proposes reclassification of the $575,005 of arsenic media from plant

account 320 .- Water Treatment Equipment to account 320.4 (Original Arsenic Media) as

See Rebuttal Schedule B-2, page 3.
Hunsaker Dr. at 6-7. See also Staff Schedule TBH-5.

6
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its PIS adjustment B. The $575,005 reclassification is reflected in the Staff proposed

reclassification. 5

4 Q. IN ITS PROPOSED RECLASSIFICATION STAFF RECLASSIFIES $1,379,569

FROM PLANT ACCOUNT 320 - WATER TREATMENT EQUIPMENT TO

PLANT ACCOUNT 320.1 .- WATER TREATMENT PLANTS WHILE THE

COMPANY RECLASSIFIES $1,499,569. WHY IS THERE A DIFFERENCE?

The difference of $120,000 ($1,499,569 minus $1,379,569) is due to the reversal of the

$120,000 retirement of arsenic media costs the Company proposed in its direct filing.

11 Q. PLEASE DESCRIBE ADJUSTMENTS "Fas AND HG770

Adjustment F reflects a downward adjustment of $1,650 to account 320.5 - Arsenic Media

and reflects the adoption of Staff proposed adjustment post-test year arsenic media

regeneration CQStS_6

Adjustment G reflects the reconciliation of the PIS balance to the reconstruction of

PIS shown on Rebuttal Schedule B-2, pages 3.8 through 3.14. As shown, there are no

differences between the reconstructed balance and the adjusted balances shown on

Rebuttal Schedule B-2, page 3.7. This means I have accounted for all of the Company's

proposed PIS adjustments in the plant reconstruction.

B. Accumulated Depreciation (A/D)

23 Q. PLEASE DISCUSS THE COMPANY'S PROPOSED ADJUSTMENTS TO

ACCUMULATED DEPRECIATION, AND IDENTIFY ANY ADJUSTMENTS YOU

HAVE ACCEPTED FROM STAFF?

The Company's proposed accumulated depreciation ("A/D") adjustment is rebuttal B-2,

5 Hunsaker Dt. at 6-7. See also Staff Schedule TBH-5.
6 Hunsaker Dr. at 7-8. See also Staff Schedule TBH-7.

7
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Adjustment 2, and is summarized on Rebuttal Schedule B-2, page 2. Rebuttal B-2,

Adjustment 2, also consists of six individual adjustments labeled as "A", "B", "C", "D",

"E", and "F" on Rebuttal Schedule B-2, page 4.

Adjustment A increases A/D by $250,000 and reflects the reversal of the

Company's direct filing retirement of arsenic media costs. This adjustment is a

corresponding adjustment to PIS adjustment A discussed above.

Adjustment B reduces A/D by $206,345 and reflects the change in A/D from

reclassifying arsenic media related costs in PIS adjustment B.

Adjustment C increases A/D by $38,511 and reflects the change in A/D and reflects

the change in A/D from reclassifying arsenic media related costs in PIS adjustment C.

Adjustment D reduces A/D by $287,503 and reflects the retirement of original

arsenic media (Batch 1). This adjustment is a corresponding adjustment to PIS adjustment

D discussed above.

Adjustment E increases A/D by $43,604 and reflects the change in the A/D balance

from reclassifying plant costs in PIS adjustment E.

Adjustment F reflects the reconciliation of the A/D balance to the reconstruction of

A/D shown on Rebuttal Schedule B-2, pages 3.8 through 3.14. As shown, there are no

differences between the reconstructed balance and the adjusted balances shown on

Rebuttal Schedule B-2, page 4.6, which means I have accounted for all of the Company's

proposed A/D adjustments in the plant reconstruction.

8



Contributions-in-Aid of Construction (CIAC) and Accumulated Amortization

(A.A.)

4 Q PLEASE DISCUSS THE COMPANY'S PROPOSED ADJUSTMENTS TO

CONTRIBUTIONS-IN-AID OF CONSTRUCTION AND/OR ACCUMULATED

AM0RT1ZAT1ON.

In Rebuttal B-2 Adjustment 3, as shown on Schedule B-2, page 2, the Company increases

accumulated amortization ("A.A.") of CIAC by $22,097. This adjustment recognizes the

changes to the annually computed composite amortization rates in the intervening years

since the last test year resulting from the Company's proposed plant adjustments.

Accumulated Deferred Income Taxes (ADIT)

14 Q PLEASE DISCUSS THE COMPANY'S PROPOSED ADJUSTMENTS TO

ACCUMULATED DEFERRED INCOME TAXES.

In Rebuttal B-2 Adjustment 4, as shown on Schedule B-2, page 2, the Company reduces

accumulated deferred income taxes ("ADIT") by $38,801 from $283,078 to $321,878. The

proposed change in the ADIT balance reflects the Company proposed changes to the PIS,

A/D, CIAC, and A.A. balances.

21 Iv. REVENUES AND EXPENSES

23 Q WOULD YOU PLEASE DISCUSS THE COMPANY'S PROPCSED REBUTTAL

ADJUSTMENTS TO REVENUES AND EXPENSES AND IDENTIFY ANY

ADJUSTMENTS YOU HAVE ACCEPTED FROM STAFF AND/OR RUCO?

The Company's proposed rebuttal adjustments are detailed on Rebuttal Schedule C-2,

pages 1-12. The rebuttal income statement with adjustments is summarized on Rebuttal

9
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Schedule C-l, page 1-2

Adjustment l annualized depreciation expense, Annualized depreciation expense is

lower reflecting the Company's proposed adjustments to PIS, proposed changes to the

depreciation rate for arsenic media regeneration (Plant Account 320.5) for 67% to 40%

(2.5-year useful life), and proposed depreciation rate for original arsenic media (Plant

Account 320.4) of6.67% (15-year useful life).

8 Q WHY IS THE COMPANY PROPOSING A DEPRECIATION RATE OF 40% FOR

ARSENIC MEDIA REGENERATION?

The Company is adopting the Staff proposed depreciation rate for arsenic media

regeneration costs.' The 40% rate is reflective of the Company's actual experience with

media regeneration

14 Q ARE THE OTHER DEPRECIATION RATES PROPOSING BY THE CQMPANY

CONSISTENT WITH THE RECOMMENDATIONS OF STAFF?

I believe so. Based upon my discussions with Staff a depreciation rate of 6.67% is

appropriate for Plant Account 320.4 -

speak for itself.

Original Arsenic Media. But, again, I will let Staff

20 Q DO YOU BELIEVE THAT THE PARTIES' DEPRECIATION EXPENSE

PROPOSALS WILL BE SIMILAR?

Yes, assuming the parties agree on the depreciable balances as set forth on the Company's

Rebuttal Schedule C-2, page 2

See Staff Schedule TBH-18

10
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l Q. PLEASE DESCRIBE ADJUSTMENTS 2 AND 3 IN REBUTTAL SCHEDULE C-2,

2 PAGE 2.

3

4

5

6

7

8

9

10

11

Adjustment 2 changes the property taxes to reflect the Company's rebuttal proposed

revenues. Staff and the Company are in agreement on the method of computing property

taxes. This method utilizes the ADOR formula and inputs two years of adjusted revenues

plus one year of proposed revenues. I computed the property taxes based on the

Company's proposed revenues, and then used the property tax rate and assessment ratio

that was used in the direct filing.

Adjustment 3 reduces annual rate case expense by $15,000 and reflects a reduction

in the Company's proposed total rate case expense by $75,000 from $250,000 to $175,000

amortized over 5 years or $35,000 annually.

12

13

14

Q- WHAT IS STAFF PROPOSING FOR RATE CASF EXPENSF?

15

Staff is proposing total rate case expense of $150,000 amortized over 5 years or $30,000

annually. The difference in annual cost between the parties is now $5,000.

16

17

18

19

20

21

22

Q, WHY DOES THE COMPANY BELIEVE $175,000 OF TOTAL RATE CASE

EXPENSE IS APPROPRIATE FOR THIS RATE CASE?

23

24

25

26

27

The Company was authorized rate case expense of $225,000 in its prior case.8 The

Company believes one major issue (arsenic media cost treatment) has been resolved, but

there still remain disputes between the parties particularly over the level of some expenses

and the cost of capital. A request for $175,000 is reasonable given the now known

remaining disputes with Staff. How the issues will be resolved going forward will directly

impact the ultimate cost to the Company. That said, the Company will revisit its request at

the appropriate time based upon the then existing facts and circumstances.

8 See Decision No.72177 (February l 1, 2011) at Page 23.

11
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l Q THANK YOU. PLEASE CONTINUE WITH YOUR DISCUSSION OF THE

COMPANY'S PROPOSED REBUTTAL REVENUE AND EXPENSE

ADJUSTMENTS.

Adjustment 4 reflects the reclassification of certain expenses. Specifically, the adjustment

reduces Repairs and Maintenance expense by $6,584 and Contractual Services - Other by

$1,020 and increases Contractual Services .- Water Testing by $7,604. This adjustment

adopts theStaff proposed expense reclassification

Adjustment 5 reclassifies workman's compensation insurance of $9,983 from

Contractual Services .- Other to Contractual Services - Management Fees and reflects the

adoption of the Staff proposed expense reclassification. 10

Adjustment 6 reduces Contractual Services - Management fees by $17,407 for prior

year management fee expenses and reflects the adoption of the Staff proposed expense

adj ustment.l 1

Adjustment 7 reduces Contractual Services _. Management fees by $8,803 and

reflects the Company's proposed reduction of bonuses from the test year amount of

$21,470 to $12,967. The $12,967 represents a 5-year average of bonuses paid to

employees (both dedicated and non-dedicated).

19 Q DOES STAFF PROPOSE AN ADJUSTMENT TO CONTRACTUAL SERVICES

MANAGEMENT FEES FOR BONUSES?

Yes. Staff reduces Contractual Services

12bonuses from expenses.

bonuses from test ear ex senses.p

Management Fees by $21,470, eliminating all

The Company strongly disagrees with the removal of all

Hunsaker Dr. at 9.
Hunsaker Dr. at 9.
Hunsaker Dr. at 9.
Hunsaker Dt. at 9.
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1 Q. WHY DOES THE COMPANY OPPOSE THIS ADJUSTMENT?

2 There are several reasons. First,

3

4

5

6

7

Staff has not really explained its recommended

disallowance. Staffs entire justification appears to be that paying bonuses is not necessary

to the provision of water service.I3 Staffs analysis does not take into consideration that

bonuses are part of the total compensation, which must be competitive in order to attract

and retain qualified employees who are necessary to provide safe and reliable water

service. At this point, no one is arguing that it was unreasonable or prudent for the

8 management company to pay bonuses. Second, and as I mentioned above, bonuses or

9

10

11

12

13

14

15

16

17

incentive programs are just a part of an employee's overall or total compensation. Some of

the compensation is held back and paid as a bonus which creates a continuing incentive.

But, the focus should be on total compensation which has to be market competitive or, all

other things being equal, employees will leave for what they perceive to be a better paying

job. This will then lead to higher turnover and ultimately a degradation of service to the

customer. A similar concept applies to recruiting new employees. One of the primary

considerations they make is the compensation and benefits package. Employee pay and

benefits packages have to be market competitive. Third, it is reasonable for part of the

total compensation package to consist of bonuses or incentive pay. Bonuses provided to

employees whose responsibilities are toward providing water service, based on their

performance in doing so, is directly and reasonably related to providing water service.

That is the standard as to whether these amounts should be included in rates.

22 Q. DOES THE MANAGEMENT FEE CONTAIN COSTS FOR RETIREMENT

PLANS?

24 No, which makes the management fees all the more reasonable in my view.

13 Hunsaker Dr. at 10.

13
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1

2

Q. BUT HOW DO WE KNOW THAT THE MANAGEMENT COMPANY WILL PAY

THE SAME AMOUNT OF BONUSES IN THE FUTURE?

3

4

5

6

7

8

9

We do not. Nor do we know how much the Company will pay for power, fuel, chemicals,

paper clips, or lawyers. But the Company did have a known and measurable amount of

bonuses paid during the test year, which was included in its direct tiling. But in light of

Staffs position, the Company reviewed the bonuses paid over the past five years.

Essentially, the Company is amending its proposal to include a normalized amount of

bonuses to include in rates, based on the average of bonuses paid over the past five years -

which is nearly $9,000 less than the amount paid in the test year.

10

11 Q. so THE MANAGEMENT COMPANY HAS HISTORICALLY PAID BONUSES

AND PASSED THOSE COSTS ON TO SWC?12

13

14

Yes, and that is the point. Like any expense, the year to year amount may vary slightly but

the bonus program is there, and it is a recurring expense that will continue and the amount

the Company has proposed provides a reasonable expense level. The bonuses paid that

SWC is seeking recovery for is a necessary cost of providing service.

Q. IS

15

16

17

18

19

20

TO SUMMARIZE YOUR TESTIMONY ON THIS EXPENSE, WHY

AUTHORIZING THIS EXPENSE TO BE INCLUDED IN THE COST

SERVICE IN THE PUBLIC INTEREST?

OF

21

22

23

24

25

26

27

First, achievement pay is an important tool in recruiting employees who ultimately provide

service to SWC through the management company. Second, achievement pay is not purely

a financial measure but rather is represented by a balanced approach which evaluates such

things as the quality and level of customer service and both financial and operational

reliability provided and financial. Third, this expense was incurred and will be a

continuing expense going forward that ultimately helps SWC provide quality utility service

to its customers.

A.

A.

A.
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THANK you. PEASE CONTINUE WITH YOUR DISCUSSION OF THE

REVENUE AND EXPENSE ADJUSTMENTS.

Adjustment 8 increases Contractual Services - Water Testing by $l,030 and reflects the

adoption of the Staff proposed adjustment.4

Adjustment 9 is intentionally left blank.

Adjustment 10 adjusts interest expense to reflect interest synchronization with rate

base.

Adjustment 11 adjusts income taxes to reflect the Company proposed adjusted test

year revenues and expenses.

RATE DESIGN

WHAT ARE SWC'S PRCPOSED RATES FOR WATER SERVICE?

The Company's proposed rates are shown on Rebuttal Schedule H-3, pages 1 and 2.

WHAT WILL BE THE AVERAGE 5/8 X 3/4-INCH METERED CUSTOMER

AVERAGE MONTHLY BILL UNDER THE COMPANY'S REBUTTAL

PROPOSED RATES?

As shown on Schedule H-2, page l, the average monthly bill under proposed rates for a 5/8

x 3/4 inch metered customer, using an average of 4,677 gallons, is $34.21 - equivalent to

a $3.24 increase over the present monthly bill of $30.94 or a 10.56 percent increase.

IS THE COMPANY MODIFYING ITS PROPOSED RATE DESIGN FROM ITS

DIRECT FILING?

1

2

3

4

5

6

7

8

9

10

11

12

13

14 A .

15

16

17

18

19 A .

20

21

22

23

24

25 A.

26

27

No.

14 Hunsaker Dt. at 10.

Q.

Q.

Q.

v.

A.

Q.
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1 Q PLEASE DISCUSS THE STAFF PROPOSED RATE DESIGN.

Before I begin, I would note that the Staff proposed rates do not generate Staff' s proposed

revenue requirement. According to my revenue proof of the Staff rates, Staffs proposed

rates produce approximately $48,000 less revenue than the Staff proposed revenue

requirement. I have spoken with Staff about this issue and Staff has agreed to look into the

matter. That said, the rate designs proposed by each of the parties are similar, an inverted

3-tier design for the %-inch and smaller residential metered customers and an inverted 2-

tier design for other meter sizes and classes (residential, commercial, industrial public

authority and irrigation). The proposed break-over points are the same between the parties.

11 Q WHAT ABOUT REVENUE RECOVERY FROM THE MONTHLY MINIMUMS

AND COMMODITY RATES?

Revenue recovery from the monthly minimums and the commodity rates are similar. For

example, under the Company's proposed rates, recovery from the monthly minimums is

47.46% whereas under the Staff proposed rates revenue recovery from the monthly

minimums is 48.3%. Revenue recovery from the first, second and third tier commodity

rates are 23.9l%, 25.l9%, and 3.45%, respectively under the Company's proposed rates

whereas Revenue recovery from the first, second and third tier commodity rates are

23.29%, 24.98%, 3.43%, respectively under Staffs proposed rates.

21 Q IS THERE ANY DISAGREEMENT BETWEEN THE PARTIES WITH RESPECT

TO THE MISCELLANEOUS SERVICE CHARGES?

No.

25 Q IS THERE ANY DISAGREEMENT BETWEEN THE PARTIES WITH RESPECT

TO THE METER AND SERVICE LINE CHARGES?

No.

16
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DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY ON RATE BASE,

INCOME STATEMENT AND RATE DESIGN?

Yes.

l

2

3 A.

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

9
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INTRODUCTION

3 Q. PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,

Phoenix, Arizona 85029.

7 Q. ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING?

I am testifying in this proceeding on behalf of the applicant, Sahuarita Water

Company, LLC. ("SWC" or the "Company").

.J

11 Q- ARE YOU THE SAME THOMAS J. BOURASSA THAT FILED DIRECT

AND REBUTTAL TESTIMONY IN THIS DOCKET?

Yes, I prepared direct testimonies in two volumes, one volume on the rate base,

income statement, revenue requirement and rate design and the second volume of

cost of capital. also prepared two volumes of rebuttal testimonies with the same

division. My background information and qualifications are set forth in the rate

base and revenue requirement volume of my direct testimony.

I

19 Q- YOU ALSO PREPARE REJOINDER TESTIMONY ON THOSE

ISSUES IN THIS DOCKET?

DID

Yes, in this volume, I present my rejoinder testimony on rate base, income

statement, revenue requirement and rate design. I present my cost of capital

rejoinder testimony in a separate volume.

1
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1 Q- WHAT IS THE PURPOSE OF THIS REBUTTAL TESTIMONY?

I will provide rebuttal testimony in response to Staffs surrebuttal filing. More

specifically, this first volume of my rebuttal testimony relates to rate base, income

statement and rate design for SWC. In a second, separate volume of my raj binder

testimony, I will present an update to the Company's requested cost of capital, as

well as respond to Staff" s surrebuttal testimony on the cost of capital and rate of

return applied to the fair value rate base, and the determination of operating

income.

11. SUMMARY OF SWC'S REJOINDER POSITION

Q. WHAT IS THE REVENUE THE COMPANY IS PROPOSING IN THIS

REJOINDER TESTIMONY?

The Company proposes a total revenue requirement of $3,173,385, which

constitutes an increase in revenues of $276,638, or 9.55% over adjusted test year

revenues.

Q- HOW DO THESE COMPARE WITH THE COMPANY'S REBUTTAL

FILING?

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

They are the same.

2
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WHAT ARE THE PROPOSED REVENUE REQUIREMENTS AND RATE

INCREASES FOR THE COMPANY AND STAFF AT THIS STAGE OF

THE PROCEEDING?

Company-Rebuttal

Staff-Surrebuttal

Company-Rejoinder

The proposed revenue requirements and proposed rate increases are as follows:

Revenue Requirement Revenue Iner. % Increase

$3,173,385 $ 276,638 9.55%

$3,063,165 SE 166,419 5.75%

$3,173,385 S 276,638 9.55%

10 111. RATE BASE

12 WOULD YOU PLEASE IDENTIFY THE PARTIES' RESPECTIVE RATE

BASE RECOMMENDATIONS?

Staff Surrebuttal

Company Rejoinder

Yes, the rate bases proposed by the Company and Staff are as follows:

OCRB FVRB

$ 9,359,714 35 9,359,714

$ 9,359,714 $ 9,359,714

19 ARE THERE ANY REMAINING DISPUTES BETWEEN THE PARTIES

WITH RESPECT TO THE RATE BASE?

No. Staff and the Company are in agreement after resolving the arsenic media

treatment issue.' The Company's proposed adjustments to rate base for rejoinder

are the same as discussed in my rebuttal testimony.; Staff and the Company have

1 See Surrebuttal Testimony of Teresa B. Hunsaker ("Hunsaker Sb.") at 3.

2 See Rebuttal Testimony of Thomas J. Bourassa ("Bourassa Rb.") at 3-9.

3
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agreed on the balances for plant-in-service, advances-in~aid of construction,

contributions-in-aid of construction, and accumulated deferred income taxes.3

Iv. REVENUES AND EXPENSES.

Q. DOES THE COMPANY PROP()SE TO REVISE OR TO PROPOSE

ADDITIONAL ADJUSTMENT TO REVENUES AND/OR EXPENSES?

No. The Company's proposed adjustments to revenues and/or expenses for

rejoinder are the same as discussed in my rebuttal testimony.4

Q- WHAT ARE THE REMAINING ISSUES IN DISPUTE WITH RESPECT TO

REVENUES AND/OR EXPENSES?

There are two issues in dispute, rate case expense and management fees expenses

bonuses.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

Q. WHAT ARE THE COMPANY AND STAFF PROPDSING FOR RATE

CASE EXPENSE?

The Company is proposing total rate case expense of $175,000 amortized over 5

years or $35,000 annually. Staff is proposing total rate case expense of $150,000

amortized over 5 years or $30,000 annually. The difference in annual cost between

the parties is $5,000.

3 Hunsaker Sb. at 3-4.

4 Bourassa Rb. at 9-15.

A.

A.

A.
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1 Q. DID STAFF PROVIDE ANY ADDITIONAL TESTIMONY ON RATE CASE

EXPENSE?

3 No. The Company continues to believe its rate case expense recommendation is

appropriate

6 Q- DO YOU HAVE ANY RESPONSES TO THE STAFF TESTIMONY

CONCERNING INCENTIVE PAY (BONUSES)?

Yes. First, regarding historical pay increases exceeding the national average, Staff

admits that employees have changed responsibilities over the years which would

explain at least some higher-than-normal pay increases.5 Second, Staff did not

consider that some pay increases were necessary to bring pay rates more in line

with the market so as to provide employees with an incentive to stay with the

Company. It is more costly to continually hire and train new employees than to

retain employees. Third, at the end of the say, even with the pay increases over the

years, Staff has not shown that the total allocated wages including incentive pay of

both the non-dedicated and dedicated employees are unreasonable.

18 Q. HAVE YOU ANALYZED THE COMPANY'S WAGES AND WHAT DID

YOU FIND?

20 Yes. I conducted a study comparing the average wage for each position based

upon the American Water Works Association 2015 Compensation Survey for

Small and Medium Sized Utilities ("AWWA Compensation Survey") and

determined that even with the incentive pay, the total comparative wages

(excluding incentive pay) on a stand-alone company basis exceeded the test year

allocated wages (including incentive pay) by over $345,000. Assuming the same

Hunsaker Sb. at 6

A.

A.
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affiliate relationship whereby some wages are from non-dedicated employees, the

total allocated comparative wages (excluding incentive pay) exceeded the test year

allocated wages (including incentive pay) by nearly $20,000. Considering the

Company has recommended reducing the incentive pay requested in this case by

nearly $l3,000, the "savings" to rate payers is nearly $350,000 or over $30,000,

depending on your viewpoint. I would note, using the average comparative wages

ignores length of service so the average comparative base wages from the AWWA

Compensation Survey used in my study likely understate the "savings" presented

here.

Q- WOULD A SMALL STAND-ALONE UTILITY HAVE DEDICATED

EMPLOYEES F0R SOME OF THE POSITIONS THAT ARE

CURRENTLY NON-DEDICATED?

Arguably they should. This Commission is well aware of the operational and

financial issues surrounding many small utilities in this state. I believe these issues

could be significantly mitigated by more comprehensive management. Through

SWC's affiliate relationship with its parent, SWC is able to capitalize on the skills

and expertise of upper management that are not available to many small utilities,

and, at a fraction of the cost of hiring these employees directly.

Q- DOES IT mA]'*tER HOW THE INCENTIVE PAY WAS DISTRIBUTED

AMONG DEDICATED AND NON-DEDICATED EMPLOYEES?
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Not in my view. Incentive pay is typically higher for management because these

employees have the ultimate responsibility for insuring the Company provides safe

and reliable service to customers.

A.
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Q. DO YOU HAVE ANY FINAL THOUGHTS?

Yes. Considering the total compensation included in the test year is reasonable

using an objective standard like the AWWA Compensation Survey, the Company

has historically paid incentives annually, and they are an integral part of employee

compensation, the Company recommended incentive pay should be adopted. The

Commission should not discourage utilities from efforts to reasonably compensate

employees, incentivize performance, as well as attract and retain the most qualified

employees. ,

v. RATE DESIGN

Q- WHAT ARE SWC'S PROPOSED RATES FOR WATER SERVICE?

The Company's proposed rates are shown on Rebuttal Schedule H-3, pages 1 and

2.

Q- WHAT WILL BE THE AVERAGE 5/8 X 3/4-INCH METERED CUSTOMER

AVERAGE MONTHLY BILL UNDER THE COMPANY'S REBUTTAL

PROPOSED RATES?

As shown on Rejoinder Schedule H-2, page 1, the average monthly bill under

proposed rates for a 5/8 X 3/4 inch metered customer, using an average of 4,677

gallons, is $34.21 - equivalent to a $3.24 increase over the present monthly bill of

$30.94 or a 10.56 percent increase.
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Q. ARE THE PARTIES PROPOSING ANY CHANGES TO THE RATE

DESIGN?

A, No.
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DO THE STAFF PROPOSED RATES NOW PRODUCE STAFF'S

PROPOSED REVENUE REQUIREMENT?

Yes.

HOW DO THE REVENUE RECOVERY FROM THE MONTHLY

MINIMUMS AND COMMODITY RATES COMPARE BETWEEN THE

COMPANY PROPOSED RATES AND THE STAFF PROPOSED RATES?

Revenue recovery from the monthly minimums and the commodity rates are

similar. For example, under the Company's proposed rates, recovery from the

monthly minimums is 47.46% whereas under the Staff proposed rates revenue

recovery from the monthly minimums is 47.88%. Revenue recovery from the

first, second and third tier commodity rates are 23.9l%, 25.l9%, and 3.45%,

respectively under the Company's proposed rates whereas the revenue recovery

from the first, second and third tier commodity rates are 23.85%, 24.84%, 3.44%,

respectively under Staff" s proposed rates.

IS THERE ANY DISAGREEMENT BETWEEN THE PARTIES WITH

RESPECT TO THE MISCELLANEOUS SERVICE CHARGES?

No.

IS THERE ANY DISAGREEMENT BETWEEN THE PARTIES WITH

RESPECT TO THE METER AND SERVICE LINE CHARGES?
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No.
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DOES THIS CONCLUDE YOUR REJOINDER TESTIMONY ON RATE

BASE, INCOME STATEMENT AND RATE DESIGN?
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Yes.
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1. INTRODUCTION.

Q. PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive, Phoenix,

Arizona 85029.

Q- ARE YOU THE SAME THOMAS J. BOUR.ASSA THAT FILED DIRECT

TESTIMONY ON RATE BASE, INCOME STATEMENT, REVENUE

REQUIREMENT AND RATE DESIGN IN THIS DOCKET?

A. Yes, and all of my background information and testimony regarding my qualifications is

contained in that portion of my direct testimony.

11. SUMMARY OF TESTIMONY AND THE PROPOSED COST OF CAPITAL FOR

THE COMPANY.
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Q. WHAT IS THE PURPOSE OF THIS PORTION OF YOUR DIRECT

TESTIMONY?

This portion of my direct testimony will focus on cost of capital issues. I will testify in

support of Sahuarita Water Company, L.L.C.'s ("SWC" or "the Company") proposed rate

of return on its fair value rate base. I am sponsoring the Company's "D" Schedules,

which are attached to this testimony. Also attached to this testimony are Exhibits TJB-

COC-DT-1 through TJB-COC-DT-2, which are discussed herein. As noted above, I am

also sponsoring direct testimony that addresses the Company's rate base, income

statement (revenue and operating expenses), required increase in revenue, and its rate

design and proposed rates and charges for service. For the convenience of the

Commission and the parties, that testimony and my related schedules are being filed

A.

A.

1



separately.

Q. PLEASE SUMMARIZE YOUR COST OF CAPITAL TESTIMONY.

I have determined that the cost of equity for the publicly traded water utilities falls in the

range of 9.8 percent to 11.10 percent with an average of 10.30 percent. After considering

the differences in business and financial risk between SWC and the publicly traded water

utilities, the cost of equity for SWC falls in the range of 10.4 percent to 11.0 percent with

a mid-point of 10.7 percent. I am recommending a return on equity ("ROE") of no less

than 10.5 percent for SWC.

Q. WHAT IS THE RECOMMENDED CAPITAL STRUCTURE FOR SWC?

The actual capital structure at the end of the test year (December 31, 2014) was

approximately 20.57 percent debt and 79.43 percent equity. The Company is proposing

this capital structure for ratemaking purposes.

Q- WHAT IS THE RECOMMENDED COST OF DEBT?

The Company's recommended cost of debt is 4.2 percent. The cost of debt is based upon

the current cost of debt on SWC's Water Infrastructure Finance Authority ("WIFA") loan,

Q- WHAT IS THE WEIGHTED AVERAGE COST OF CAPITAL?

The weighted cost of capital is 9.2 percent as shown on Schedule D-1 .
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Q. PLEASE SUMMARIZE THE APPRGACH YOU USED TO ESTIMATE THE

COST OF EQUITY FOR THE COMPANY.

The cost of equity for SWC cannot be estimated directly because the Company's equity is

not in the form of a publicly traded security and thus there is no market data for SWC.

A.

A.

A.

A.

A.
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I

Consequently, I applied market-based models (Discounted Cash Flow ("DCF"), Risk

Premium Model ("RPM"), and CAPM ("CAPM")), using data from a sample of water

utilities selected from the Value Line Investment Survey. There are seven water utilities

in my sample: American States Water, Aqua America, California Water, Comiecticut

Water, Middlesex Water, SJW Corp., and York Water Company. As explained later in my

testimony, these companies aren't really comparable to SWC, but they are utilities .with

available market data and the Utilities Division Staff has relied on data for these water

utilities Ina number of recent water and sewer utility rate cases.

10 111. OVERVIEW OF THE RELATIONSHIP BETWEEN RISK AND THE EXPECTED

RETURN ON INVESTMENT.

13 Q- PLEASE DEFINE THE COST OF EQUITY.

The cost of equity is the rate of return that equity investors expect to receive on their

investment. Investors can choose from numerous investment options, not simply publicly

traded stock. Investments have varying degrees of risk, ranging from relatively low risk

assets such as Treasury securities to somewhat higher risk corporate bonds to even higher

risk common stocks. As the level of risk increases, investors require higher returns on

their investment. The cost of equity is therefore expected rate of return that that the

market requires to attract funds to a particular investment] Finance models that are used

to estimate the cost of equity rely on this basic concept.

23 Q. CAN YOU ILLUSTRATE THE CAPITAL MARKET RISK-RETURN CONCEPT?

Yes. The following graph depicts the risk-retum relationship that has become widely

Shannon P. Pratt and Roger J. Grabowski, Cost of capital: Applications and Examples 5th Ed (Hoboken,
NJ, John Wiley and Sons, 2014), p. 2.
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Common
Stocks

Speculative
Investments

Treasury
Bills Non-investment

Grade Bonds

known as the Capital Market Line ("CML"). The CML illustrates in a general way the

risk-retum relationship.

The Capital Market Line (CML)

Expected
Return

Rate of

20%

15% >

10%

Investment
Grade Bond

Higher
Risk

>

The CML can be viewed as a continuum of the available investment opportunities for

investors. Investment risk increases as you move upward and to the right along the CML.

Again, the return required by investor's increases with the risk.
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Q. HOW DOES THE RISK-RETURN TRADE OFF CONCEPT WGRK IN THE

CAPITAL MARKET?

As indicated by the CML, the allocation of capital in a free market economy is based upon

the relative risk of, and expected return from, an investment. In general, investors rank

investment opportunities in the order of their relative risks. Investment alternatives in

which the expected return is commensurate with the perceived risk become viable

4
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investment options. If all other factors remain equal, the greater the risk, the higher the

rate of return investors will require to compensate them for the possibility of loss of either

the principal amount invested or the expected annual income from such investment.

Short-term Treasury bills provide a high degree of certainty and in nominal terns

(after considering inflation) are considered virtually risk free. Long-term bonds and

preferred stocks, having priority claims to assets and fixed income payments, are

relatively low risk, but are not risk free. The market values of long-term bonds often

fluctuate when government policies or other factors cause interest rates to change.

Common stocks are higher and to the right on the CML continuum because they are

exposed to more risk. Common stock risk includes the nature of the underlying business

and financial strength of the issuing corporation as well as market-wide factors, such as

general changes in capital costs.

The capital markets reflect investor expectations and requirements each day

through market prices. Prices for stocks and bonds change to reflect investor expectations

and the relative attractiveness of one investment relative to others. While the example

provided above seems straightforward, returns on cornrnon stocks are not directly

observable in advance, in contrast to debt or preferred stocks with fixed payment terms.

This means that these returns must be estimated from market data. Estimating the cost of

equity capital should be a matter of infonned judgment about the relative risk of the

investment in question and the expected rate of return characteristics of other alternative

investments.

The estimation of a utility's cost of equity is complex. It requires an analysis of

the factors influencing the cost of various types of capital, such as interest on long-term

debt, dividends on preferred stock, and earnings on common equity. The data for such an

analysis comes from highly competitive capital markets, where the Finn raises funds by

issuing common stock, selling bonds, and by borrowing (both long- and short-tenn) from

5
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banks and other financial institutions. In the capital markets, the cost of capital, whether

the capital is in the form of debt or equity, is determined by two important factors: (1) The

pure or real rate of interest, often called the risk-free rate of interest, and (2) The

uncertainty or risk premium (the compensation the investor requires over and above the

real or pure rate of interest for subjecting his capital to additional risk).

Q. PLEASE DISCUSS THESE FACTORS IN GREATER DETAIL.

A. The pure rate of interest essentially reflects both the time preference for and the

productivity of capital. From the standpoint of the individual, it is the rate of interest

required to induce the individual to forgo present consumption and offer the funds thus

saved to others for a specified length of time. Moreover, the pure rate of interest concept

is based on the assumption that no uncertainty effects the investment undertaken by the

individual, i.e., there is no doubt that the periodic interest payments will be made and the

principal returned at the end of the time period. In reality, investments without any risk

do not exist. Every commitment of funds involves some degree of uncertainty.

Turning to the second factor affecting the cost of capital, it is generally accepted

that the higher the degree of uncertainty, the higher the cost of capital. Investors are

regarded as risk adverse and require that the rate of return increase as the risk(s)

(uncertainty) associated with an investment increase(s).

Q- CAN YOU PROVIDE SOME PERSPECTIVE ON YOUR PREVIOUS

DISCUSSION WITH RESPECT TO RETURNS ON COMMON STOCKS?

A. Yes. Conceptually,

[1] Required Return for
Common Stocks

Return an a
r1sk-free asset
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+ Risk Premium

where the risk premium investors require for common stocks will be higher than the risk
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premium they require for investment grade bonds. This relationship is depicted in the

graph of the CML above. As I will discuss later in this testimony, this concept is the basis

of risk premium methods, such as the Capital Asset Pricing Model ("CAPM"), that are

used to estimate the cost of equity.

Q- PLEASE DISCUSS IN MORE DETAIL THE IMPACT OF RISK ON CAPITAL
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A.

COSTS.

With reference to specific utilities, risk is often discussed as consisting of two separate

types of risk: business risk and financial risk.

Business risk, the basic risk associated with any business undertaking, is the

uncertainty associated with the enterprise's day-to-day operations. In essence, it is a

function of the normal day-to-day business environment, both locally and nationally.

Business risks include the condition of the economy and capital markets, the state of labor

markets, regional stability, government regulation, technological obsolescence, and other

similar factors that may impact demand for the business product and its cost of

production. For utilities, business risk also includes the volatility of revenues due to

abnonnal weather conditions, degree of operational leverage, regulation, and regulatory

climate. Regulation, for example, can compound the business risk if it is unpredictable in

reacting to cost increases, both in temps of the time lag and magnitude for recovery of

such increases. Regulatory lag makes it difficult to earn a reasonable return, particularly

in an inflationary environment and/or when there is significant lag between the timing of

investment in capital projects and its recognition in rates. Put simply, the greater the

degree of uncertainty regarding the various factors affecting a company's business, the

greater the risk of an investment in that company and the greater the compensation

required by the investor.

Financial risk, on the other hand, concerns the distribution of business risk to the

7



various capital investors in the utility. As I discussed earlier, permanent capital is

normally divided into three categories: long-term debt, preferred stock, and common

equity. Because common equity owners have only a residual claim on earnings after debt

and preferred stocldiolders are paid, financial risk tends Tobe concentrated in that element

of the firm's capital. Thus, a decision by management to raise additional capital by

issuing additional debt concentrates even more of the financial risk of the utility in the

common equity owners.

Q. WHAT ARE THE DETERMINANTS OF THE RISK FREE RATE IN EQUATION

Ill?
/ A. The risk-free rate can be disaggregated in to a "real" rate of interest and an inflation

premium (expected future inflation).

Q- WHAT ARE THE DETERMINANTS OF THE REQUIRED RISK PREMIUM

FROM EQUATION [1]?
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A. The risk premium can be disaggregated into five general components: 1) Interest Rate

Risk, 2) Business Risk; 3) Regulatory Risk; 4) Financial Risk; and, 5) Liquidity Risk.2

Interest Rate Risk refers to the variability in return caused by subsequent changes

in interest rates and stems from the inverse relationship between interest rates and asset

prices. For example, bond prices fall when interest rates rise and visa versa.

Business risk, the basic risk associated with any business Lmdertaking, is the

uncertainty associated with the enterprise's day-to-day operations. In essence, it is a

function of the normal day-to-day business environment, both locally and nationally

which collectively increase the probability that expected future income flows accruing to

investors may not be realized. Business risks include the condition of the economy and

2 Dr. Roger Morin,New Regulatory Finance (Vienna Virginia, Public Utilities Reports 2006), p. 36.
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capital markets, the state of labor markets, regional stability, technological obsolescence,

degree of competition, sales volatility, government regulation, and other similar factors

that may impact demand for the business product and its cost of production. For utilities,

business risk also includes the volatility of revenues due to abnormal weather conditions

and the degree of operational leverage.

Regulatory risk refers to the quality and consistency of regulation applied to a

given regulated utility. Regulatory jurisdictions are evaluated on the basis of three major

factors: earnable return on equity, regulatory quality, and regulatory practices These

three factors collectively impact a utility ability to cam its authorized return. The type of

test year employed (historical or future), length of regulatory lag, capital structure and rate

base issues, and length of regulatory lag are among the reasons a utility may or may not

have a reasonable opportunity to earn its authorized return.

Regulation can compound the business risk if it is unpredictable in reacting to cost

increases, both in terms of the time lag and magnitude for recovery of such increases.

Regulatory lag makes it difficult to earn a reasonable return, particularly in an inflationary

environment and/or when there is significant lag between the timing of investment in

capital projects and its recognition in rates. Put simply, the greater the degree of

uncertainty regarding the various factors affecting a company's business, the greater the

risk of an investment in that company and the greater the compensation required by the

investor.
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needs. Pennanent capital

preferred stock, and

Financial risk concerns the distribution of business risk to the various capital

investors in the utility and refers to the additional variability imparted to income available

to common shareholders stemming from the company's method of financing its capital

is nonnally divided into three categories: long~term debt,

common equity. Because common equity owners have only a

3 Morin, p.43.
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1

2

3
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5

6

residual claim on earnings after debt and preferred stockholders are paid, financial risk

tends to be concentrated in that element of the fiml's capital. Thus, a decision by

management to raise additional capital by issuing additional debt concentrates even more

of the financial risk of the utility in the common equity owners.

Construction risk is an important component of financial risk. Construction risk is

the risk of both tying capital up in projects that are not earning returns, or of not having

sufficient capital to build the assets you need to keep generating returns. If a company has

a large construction budget relative to internally generated cash flows, it will require

external financing which will also have an impact on financial risk. It is important that

companies have access to capital funds on reasonable terns and conditions. Utilities are

more susceptible to construction risk for two reasons. First, water and wastewater utilities

generally have high capital requirements to build plant to serve customers. Second,

utilities have a mandated obligation to serve leaving less flexibility both in the timing and

discretion of scheduling capital projects. This is compounded by the limited ability to

wait for more favorable market conditions to raise the capital necessary to fund the capital

projects, and then the lag between when plant can be built and when rates can be approved

to provide retunes on and of that capital. It is imperative there is access to needed capital

and on reasonable terns and conditions. The return allowed on common equity will have

a critical role in determining those terms and conditions.4

Although often discussed separately, the two types of risks (business and financial)

are interrelated. A study by Scott and Martin found statistically significant results for

unregulated firms in twelve industries that "smaller equity ratios (higher leverage use) are

generally associated with larger companies."5 One should expect unregulated enterprises

4 .
Morin, p. 48.

5 Scott, D.F. and Martin, J.D., "Industry Influence on Financial Structure,"Financial Management, Spring
1975, pp. 67-71.
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to seek the best balance between debt and equity to obtain the lowest overall cost of

capital. The findings of Scott and Martin suggest smaller firms found it prudent to onset

higher business risks related to being small by reducing financial risk. This evidence

suggests the least cost equity ratio for SWC may be bigger than the average equity ratio

for the benchmark water proxy group.

Finally, Liquidity Risk refers to the ability to readily convert an investment into

cash without sustaining a loss. Capital market theory generally assumes that investments

are liquid and observations about risk and return are drawn from information about liquid

investments. Non-publicly traded or privately-held investments possess little liquidity.

Q. IS INVESTMENT RISK SIZE RELATED?

Yes. Investment risk is size related.6 In other words, investment risk increases as

company size decreases.7 Investment liquidity may be a significant factor explaining this

relationship. However, the illiquidity of smaller stocks does not capture the size effect

completely.8 Size may be a proxy for one or more true unknown factors correlated with

Slze_9

Iv. THE MEANING OF "JUST A1111 REASQNAELE" RATE oF RETURN.

Q. HAVE THE COURTS SET FORTH ANY CRITERIA THAT GOVERN THE

RATE OF RETURN THAT A UTILITY'S RATES SHOULD PRODUCE?

Yes. In 1923, the U.S. Supreme Court set forth the following criteria for determining

whether a rate of return is reasonable in Blue field Water Works and Improvement Co. v.
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6 Morin, p. 49.
7 Id.
8 Duff & Phelps, 2015 Valuation Handbook; Guide to Cost of Capita! (Hoboken,
Sons, 2014), p. 4-2\ -- 4-22.
9 Duff& Phelps, p.4-25.

NJ, John Wiley and
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Public Service Commission of West Virginia, 262 U.S. 679, 692-93 (1923):

A public utility is entitled to such rates as will permit it to cam a return on
the value of the property which it employs for the convenience of the
public equal to that generally being made at the same time and in the same
general part of the country on investments on other business undertakings
which are attended by corresponding risks and uncertainties The return
should be reasonably sufficient to assure confidence in the financial
soundness of the utility and should be adequate, under efficient and
economical management, to maintain and support its credit and enable it to
raise money necessary for the proper discharge of its public duties. A rate
of return may be reasonable at one time and become too high or too low by
changes affecting opportunities for investment, the money market, and
business conditions generally.

Then, in Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944), the

U.S. Supreme Court stated the following regarding the return to owners of a company

[T]he return to the equity owner should be commensurate with
returns on investments in other enterprises having corresponding
risks. That return, moreover, should be sufficient to assure
confidence in the financial integrity of the enterprise, so as to
maintain its credit and to attract capital.

320 U.S. at 603.

(2)

In summary, under Hopeand Bluefeldz

(1) The rate of return should be similar to the return in businesses with similar

or comparable risks,

The return should be sufficient to ensure the confidence in the financial

(3)

integrity of the utility, and

The return should be sufficient to maintain and support the utility's credit.

Q. HAVE THESE CRITERIA BEEN APPLIED IN REGULATORY PROCEEDINGS?
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A. Yes, but the application of the "reasonableness" criteria laid down by the Supreme Court

has resulted in controversy. The typical method of computing the overall cost of capital is

quite straightforward: it is the composite, weighted cost of the various classes of capital
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(debt, preferred stock, and common equity) used by the utility. Calculating the proportion

that each class of capital bears to total capital does the weighting. However, there is no

consensus regarding the best method of estimating the cost of equity capital. The

increasing regulatory use of market~based finance models in equity return determination

has not led to a universally accepted means of estimating the ROE. In addition, the

market-based results are too often applied to a book-value investment base, which, as I

will discuss, understates the return expected by investors who invest in real markets based

on market values.

v. THE ESTIMATED COST OF EQUIIY FOR SWC.

A. The Publicly Traded Utilities That Comprise the Sample Group Used to

Estimate the Company's Cost of Equity.
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Q. PLEASE DESCRIBE THE APPROACH YOU FOLLOWED IN YOUR COST OF

CAPITAL ANALYSIS FOR SWC.

Again, estimating the cost of equity is a matter of informed judgment. The development

of an appropriate rate of return for a regulated enterprise involves a determination of the

level of risk associated with that enterprise and the detennination of an appropriate return

for that risk level. Practitioners employ various techniques that provide a link to actual

capital market data and assist in defining the various relationships that underlie the equity

cost estimation process.

Since SWC is not publicly traded, the information required to directly estimate its

cost of equity is not available. Accordingly, as previously noted, I used a sample group of

water utilities as a starting point to develop an appropriate cost of equity for SWC. An

analysis of a proxy group serves as a starting point because no proxy group can be
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selected to be identical in risk to SWC. Therefore, the proxy group's results must be

adjusted to reflect the unique relative risks, financial and business risks, of SWC, as I will

discuss in detail below.

For the three models contained in my analysis, I use data from a sample of

publicly traded water utilities, or proxy group, selected from the Value Line Investment

Survey as a starting point in my analysis. There are seven water utilities in my sample:

American States Water (AWR), Aqua America (WTR), California Water Company

(CWT), Connecticut Water (CTWS), Middlesex Water (MSEX), SJW Corp. (SJW), and

York Water Company (YORW).

The basis of selection for the proxy group of seven water companies was to select

those companies which meet the following criteria: 1) they are included in the Water

Company Group of AUS Utility Reports (August 2014); 2) they are followedby the Value

Line Investment Survey, 3) they have at least ten years of historical financial and market

information, 4) they have a Value Line adjusted beta, 5) they have not cut or omitted their

common dividends during the five years ending 2013 or through the time of the

preparation of this testimony, 6) they have 60 percent or greater of 2013 total net

operating income derived from regulated water operations, and 7) which, at the time of the

preparation of this testimony, had not publicly announced that they were involved in any

major merger or acquisition activity.

Q- ARE THE WATER UTILITIES IN YOUR SAMPLE DIRECTLY COMPARABLE

TO SWC?
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A. No, but they are utilities for which market data is available. All of them are regulated,

they primarily provide water service, although some provide both water and wastewater

services, and their primary source of revenues is from regulated services. Therefore, they

provide a useful starting point for developing a cost of equity for the Company
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recognizing that the proxy group is not perfectly comparable to SWC.

Q- BRIEFLY, WHY IS A CGMPARABLE PROXY GROUP NECESSARY IN A

COST OF CAPITAL ANALYSIS?

First, a fair rate of return for a specific utility is the return required by investors to hold

correspondingly risky assets. Market data for a sample of comparable risk companies

provides insight into the investors' required return and that satisfies the U.S. Supreme

Court's decisions in Bluefeld and Hope which I discussed earlier. The comparable

earnings standard" set forth in the Hope and Blue field decisions require the rate of return

affordedto utilities be similar to the return in businesses with similar or comparable risks.

It follows that a proxy group of companies with comparable risk is the starting point in a

cost of capital analysis.

Second, a primary objective of rate regulation is to determine an authorized ROE

that is both fair to customers arid provides satisfactory returns for SWC. The best estimate

of that ROE is SWC's cost of equity. The cost of equity is a cost of service fairly

recovered from Customers through rates. It is also satisfactory to SWC because it is

commensurate with returns an investor in SWC would expect to earn from investments of

comparable risk. To estimate the cost of equity requires market data that reveal investor's

required returns. But, SWC is not publicly traded so there is no market information to

determine the cost of equity. This necessitates the selection of a proxy group.
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Q- PLEASE PROVIDE A GENERAL DESCRIPTION OF THE WATER UTILITIES

IN YOUR SAMPLE.

Schedule D-4.2 lists the percentages of regulated revenues, operating revenues, net plant,

S&P bond ratings, allowed ROE's, Value Line betas, market capitalization, and market

size category for the seven water utilities. Comparative data for SWC is also shown in

A.

A.
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Schedule D-4.2. The seven sample companies may be generally described as follows:

(1) American States Water (AWR) primarily serves the California market

through Golden State Water Company, which provides water services to

over 256,000 customers within 75 communities in 10 counties in the State

of California, primarily in Los Angeles, San Bernardino, and Orange

counties. AWR also owns an electric utility service provider (Bear Valley

Electric Service) with over 23,600 customers. AWR also provides

contractual services to the U.S. government and private entities located in 5

states through its subsidiary, American States Utility Services. Total

operating revenues for AWR are nearly $465 million and net plant is

nearly $999 million.

(2) Aqua_ America (WTR) owns regulated utilities in Pennsylvania, Ohio,

North Carolina, Illinois, Texas, New Jersey, Indiana, and Virginia, serving

WTR's utility base is diversified among

(3)

nearly 940,000 customers.

residential water, commercial water, fire protection, industrial water, other

water, and wastewater customers. Total operating revenues for WTR are

nearly $780 million and net plant is over $4.4 billion.

California Water Service Group (CWT) owns subsidiaries in California,

New Mexico, Washington, and Hawaii serving nearly 506,000 customers.

CWT also owns HWS Utility Services which conducts the Company's

non-regulated business. These services include providing billing, water

quality testing, and
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water and wastewater system operations and

management services to cities and other companies. Operating revenues

for CWT are nearly $598 million and net plait is nearly $1 .6 billion.

(4) Connecticut Wate; Services (CTWS) owns subsidiaries in Connecticut and
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(5)

Maine serving over 123,000 customers. CTWS also provides utility

operating services under contract to municipalities and other water

systems. Revenues for CTWS are nearly $95 million and net plant is nearly

$495 million.

Middlesex Water (MSEX) owns subsidiaries in New Jersey, and Delaware

serving over 100,000 customers and provides water service under contract

(6)
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to municipalities in central New Jersey serving a population of 219,000.

Operating revenues for MSEX is over $117 million and net plant is over

$465 million.

SJW Corp. (SJW) owns San Jose Water, which provides water service in a

138 square mile area in San Jose, California, and surrounding communities

serving nearly 229,000 customers. SJW also owns operations in Texas

serving approximately 12,000 connections. San Jose Water Company also

provides non-regulated services under agreements with municipalities and

other utilities. Operating revenues for SJW are nearly $318 million and net

plant is nearly $944 million.

York Water Company_ (YORW) provides water service in the state of

Pennsylvania serving over 65,000 water and wastewater customers in more

than 47 communities. Operating revenues for YORW are nearly $46

million and net plant is nearly $250 million.

While SWC has significant differences with the utilities within the water proxy group, I

will discuss specific measures of business risk that quantify the differences between SWC

and the water proxy group later in my testimony.

(7)
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Q. HOW DOES SWC COMPARE TO THE SAMPLE WATER UTILITIES?

A. It is much smaller with fewer customers, a relatively small and limited service territory,

far less revenues and far less net plant. At the end of the test year, the Company had

approximately 5,500 wastewater customers. The larger publicly traded water companies

have many times the customers as does SWC. SWC's revenues totaled approximately

$3.4 million, and net plant-in-service was approximately $21.2 million. The average

revenues of my water proxy group is over 103 times greater than SWC and has nearly 62

times the net plant than SWC. The smallest of the publicly traded water utilities in my

proxy group (York Water Company) has nearly 14 times the revenues and nearly 12 times

the net plant than SWC. So, the water proxy group utilities are much larger and,

according to the empirical financial data, less risky than SWC.

Q.
a

DO RECENT DEVELOPMENTS IN THE WATER UTILITY INDUSTRY ARE

IMPACT INVESTMENTS?
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A. Yes. On the whole, the water utility industry is expected to continue to confront

increasing need for infrastructure upgrades and replacement, as well as possible additional

demand. Value Line Investment Survey (April 17, 2015) continues to stress that many

utilities have facilities that are decades old and in need of significant maintenance and, in

some cases, massive renovation and replacement. As infrastructure costs continue to

climb, many smaller companies are at a serious disadvantage. Value Line notes that most

of the companies in this sector lack the finances necessary to fund improvements on their

own. This will require water utilities in this sector to rely heavily upon debt and equity

offerings for funding. The additional funding will thwart share-earnings and dilute

shareholder gains. A copy of the most recent Value Line report on the water industry

along with each water utility in my proxy group is attached as Exhibit TJB~COC-DT-1.

Along with the industry as a whole, SWC faces these risks
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Q. WHAT OTHER RISK FACTORS DISTINGUISH SWC FROM THE LARGER

SAMPLE OF WATER UTILITIES?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A. First, water utilities are capital intensive and typically have relatively large construction

budgets. As I have previously discussed in this testimony, finns with large capital

budgets face construction risk (a form of financial risk). The size of a utility's capital

budget relative to the size of the utility itself often increases construction risk. In addition,

large utilities are more able to fund greater portions of their capital budgets from their

earnings, cash flows, and short-terrn borrowings, and they have access to both equity and

debt capital from the public markets that helps to provide flexibility and balance to their

capital structures. For smaller utilities, like SWC, the ability to fund relatively large

capital budgets from earnings, cash flows, and short-tenn debt is difficult, if not

impossible, without reliance upon additional outside capital that is typically limited to

debt capital from limited sources.

Second, smaller companies are simply less able to cope with significant events that

affect sales, revenues and earnings. In general, the loss of revenues from a few larger

customers or from trends in the reduction of water use by customers through conservation

or the makeup of the customer base, for example, would have a greater effect on a small

company than on a much larger company with a larger customer base. In addition, the

effect of extreme weather conditions, including prolonged droughts or extremely wet

weather will have a greater affect upon a small operating water utility than upon the much

larger, more geographically diverse holding companies.

Third, there are a number of other factors including the differences in regulatory

environments, differences in the type of test year used for rate making, and differences in

the available regulatory mechanisms for recovery of costs outside of a rate case. The

large water utilities in my water proxy group are generally not subject to the adverse

impacts of an unfavorable regulatory environment of one jurisdiction.
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All these factors have an impact on the ability of a smaller utility to actually am

its authorized return and leads to a greater variability of earnings for SWC compared to

the water proxy group, which means greater risk.

Q. ARE THERE QUANTITATIVE MEASURES THAT CAN BE USED T() HELP

IDENTIFY DIFFERENCES IN BUSINESS RISK?

A. Yes. There are a number of fundamental accounting based risk measures that can be used

to assess the relative differences between firms and include: 1) The co-efficient of

variance of ROE, 2) The co-efficient of variance of operating income, 3) The co-efficient

of variance of operating margin, and 4) Operating leverage. The first three are a reflection

of the distributions of earnings. These are meaningful when measured against the

distribution of earnings of alternative investments, like the water utilities in my water

Standard Deviation of

proxy group.

The coefficients of variance for ROE, operation income and operating margin can

be quantified using relatively simple fonnulas:

[2] Co-efficient of Variance of ROE = Standard Deviation of ROE/Mean of ROE

[3] Co-efficient of Variance of Operating Income = Standard Deviation of

Operating Income/Mean of Operating Income

[4] Co-efficient of Variance of Operating Margin =

Operating Margin/Mean of Operating Margin

The Operating Leverage formula is expressed as:

[5] Operating Leverage =

Change in Sales

Percentage Change in Operating Income/ Percentage
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Using the business risk measures expressed in equations [2], [3], and [4], the

greater the co-efficient of variation or operating leverage, the greater the risk to investors
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of not receiving expected returns.10 Below are the computed co-efficient of variation for

ROE, Operating Income, and Operating Margin, as well as Operating Leverage using the

most recent 5 years of historical data for my water proxy group and SWC1

Business
Risk

Co-efficient
of variance

of ROE

Business
Risk

Co-efficient
of variance

of_Operating
Income

Business
Risk
Co-

efficient
of

variance
of

Operating
Margin

Operating
Leverage

0.1271 0.1579 0.0895

0.5719 0.4649

Company.

Water Proxy Group

SWC

Relative Risk of SWC 4.5

0.4959

3.14 5.19

2.48

70.15

28.28

This shows that SWC is 3 to 5 times more risky than the water proxy group (ignoring

operating leverage).

Q. CAN METRICS LIKE A COMPANY'S CO-EFFICIENT OF ROE, OPERATING

INCOME, AND OPERATING MARGIN, BE USED ALONG WITH MARKET

DATA TO DEVELOP COMPANY-SPECIFIC RISK PREMIUMS?

A. Yes. Duff & Phelps publishes comparative risk characteristics using market data that

provides a nexus between a market beta and the metrics operating margin the coefficient

of variation in operating margin, and the coefficient of variation in return on equity.H

This information can be used to develop an implied beta for SWC for use in the CAPM.

By comparing the results of the CAPM for the water proxy group with the CAPM for

Lawrence W., The Small Business Valuation Book, Adams Media Corporation, 1994. ("Tuller")
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10 Tuller,

.89.1L-rr
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SWC using the implied beta, an indicated risk premium for SWC can be developed. As

one would expect, the implied beta for SWC is higher than the beta of my water proxy

group and a risk premium of 130 to 180 basis points over the cost of equity of the water

proxy group is indicated. I will discuss this method and the implied beta for SWC in

more detail in the Company Specific Risk Premium section of my testimony.

Q. WHAT ABOUT LIQUIDITY RISK, MR. BOURASSA?

A. A rational investor would not regard an investment in SWC as having the same level of

risk as WTR or even CTWS, because of the previously mentioned small size

characteristics of SWC, and the fact that an investment in SWC is relatively illiquid

compared to the publicly traded water utilities. An investor in a publicly traded stock can

sell his/her stock in a very short period of time if he/she is dissatisfied with the returns.

An investor in a non-publicly traded stock does not have the ability to sell quickly.

Consequently, investors will require a greater risk premium, often called liquidity risk.

As a consequence of these differences in risk, the results produced by the DCF, RPM, and

CAPM methodologies, utilizing data for the sample utilities, often understate the

appropriate return on equity for a small-regulated water utility provider such as SWC .

Q- IS THERE A RELATIONSHIP BETWEEN A UTILITY'S CAPITAL

STRUCTURE AND ITS COST OF CAPITAL?
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A. Yes. Generally speaking, when a firm engages in debt financing, it exposes itself to

greater risk, Once debt becomes significant relative to the total capital structure, the risk

increases in a geometric fashion compared to the linear percentage increase in the debt

ratio itself. This risk is illustrated by considering the effect of leverage on net earnings,

For example, as leverage increases, the equity ratio falls. This creates two adverse effects.

First, equity earnings decline rapidly and may even disappear. Second, the "cushion" of

22
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equity protection for debt falls. A decline in the protection afforded debt holders, or the

possibility of a serious decline in debt protection, will act to increase the cost of debt

financing. Therefore, one may conclude that each new financing, whether through debt or

equity, impacts the marginal cost of future financing by any alternative method.

For a firm already perceived as being over-leveraged, this additional borrowing

would cause the marginal cost of both equity and debt to increase, On the other hand, if

the same firm instead successfully employed equity funding, this could actually reduce the

real marginal cost of additional borrowing, even if the particular equity issuance occurred

at a higher unit cost than an equivalent amount of debt.

Q- HOW DO THE CAPITAL STRUCTURES OF THE SAMPLE WATER UTILITIES

COMPARE TO SWC?

Schedule D-4.3 shows that the debt and equity capital structure used to develop the cost of

capital for SWC contains 79.43 percent equity and 20.57 percent debt, compared to the

average of the water utility sample of approximately 55 percent equity and 45 percent

debt. Having less debt in its capital structure implies that SWC has lower financial risk

as the sample water utilities.

B. Overview of the DCF, RPM, AND _CAPM Methodologies

Q- PLEASE EXPLAIN THE GENERAL APPROACHES TO ESTIMATING THE

COST OF CAPITAL.
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These two broad approaches:

1) identify comparable-risk sample companies and estimate the cost of capital

directly, or,

A.

A.
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find the location of the CML and estimate the relative risk of the company,

which jointly detennines the cost of capital.

The Discounted Cash Flow ("DCF") method is an example of a method falling

into the first general approach. It is a direct method, but uses only a subset of the total

capital market evidence. The DCF rests on the premise that the fundamental value of an

asset (stock) is its ability to generate future cash flows to the owner of that asset (stock). I

will explain the DCF in detail in a moment, but for now, the DCF is simply the sum of a

stock's expected dividend yield and the expected long-term growth rate. Dividend yields

are readily available, but long-term growth estimates are not.

The Risk Premium Model ("RPM") model and Capital Asset Pricing Model

("CAPM") are examples methods falling into the second general approach. An equity risk

premium is made first by detennining the relationship between the cost of equity and an

interest rate over time. To implement these approaches, generally, it is assumed that the

past relationship will continue on into the future. The RPM generally uses a small subset

of the capital market evidence whereas the CAPM uses information on all securities rather

than a small subset. l will explain the RPM and CAPM in more detail later. For now,

both the RPM and CAPM reflect a risk-return relationship, often depicted graphically as

the CML. The RPM and CAPM cost of equity estimates are the sum of a risk-free return

and a risk premium.

Each of these methods measures investor expectations. In the final analysis, ROE

estimates are subjective and should be based on sound, informed judgment rationally

articulated and supported by competent evidence. I have applied three versions of the

DCF, one version of the RPM, and two versions of the CAPM to "bracket" the fair cost of

equity capital for the publicly traded water utilities in my proxy group. I then add 50 basis

points to results of the models for the water proxy group to account for the differences in

risk between the water proxy group and SWC.

2)
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c. Explanation of the DCF Model and Its Inputs

PLEASE EXPLAIN IN DETAIL THE DCF METHOD OF ESTIMATING THE

COST OF EQUITY.

The DCF model is based on the concept that the current price of a share of stock is equal

to the present value of future cash flows from the purchase of the stock. In other words,

the DCF model is an attempt to replicate the market valuation process that sets the price

investors are willing to pay for a share of a company's stock. It rests on the assumption

that investors rely on the expected returns (i.e., cash flow they expect to receive) to set the

price of a security. The DCF model in its most general font is:

[6] P0 = CF]/(l+k) + CF2/(1+k)2 + + CFU/(l+k)"

where k is the cost of equity, n is a very large number, PT is the current stock price, and,

CFI, CF2,...CF,, are all the expected future cash flows expected to be received in periods

1, 2, n.

Equation [6] can be written to show that the current price (Po) is also equal to

[7] P0 = CF;/(l+k) + CF2/(l+k)2 + + P/(1+k)'

where PI is the price expected to be received at the end of the period t. If the future price

(P) included a premium (an expected increase in the stock price or capital gain), the price

the investor would pay today (in anticipation of receiving that premium) would increase.

In other words, by estimating the cash flows from the purchase of a stock in the form of

dividends and capital gains, we can calculate the investor's required rate of return, i.e., the

rate of return an investor prestunptively used in bidding the current price to the stock (Po)

to its current level.

Equation [7] is a Market Price version of the DCF model. As with the general

form of the DCF model in equation [6], in the Market Price approach the current stock

price (Po) is the present value of the expected cash inflows. The cash flows are comprised
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of dividends and the final selling price of the stock. The estimated cost of equity (k) is the

rate of return investors expect if they bought the stock at today's price, held the stock and

received dividends through the transition period, and then sold it for price (Pt).
4

Q. CAN YOU PROVIDE AN EXAMPLE TO ILLUSTRATE THE MARKET PRICE

VERSION OF THE DCF MODEL?

Yes. Assume an investor buys a share of common stock for $40. If the expected dividend

during the coming year is $2.00, then the expected dividend yield is 5 percent ($2.00/$40

= 5.0 percent). If the stock price is also expected to increase to $43.00 after one year, this

$3.00 expected gain adds an additional 7.5 percent to the expected total rate of retune

($3.00/$40 = 7.5 percent). Thus, the investor buying the stock at $40 per share expects a

total return of 12.5 percent (5 percent dividend yield plus 7.5 percent price appreciation).

The total return of 12.5 percent is the appropriate measure of the cost of capital because

this is the rate of return that caused the investor to commit $40 of his capital by

purchasing the stock.
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Q- PLEASE CONTINUE WITH YOUR DESCRIPTION OF THE DCF MODEL.

Under the assumption that future cash flow is expected to grow at a constant rate ("g"),

equation [6] can be solved for k and rearranged into the simple form:

[8] k = CF1/P0 + g

where CF1/P0 is the expected dividend yield and g is the expected long-terrn dividend

(price) growth rate ("g"). The expected dividend yield is computed as the ratio of next

period's expected dividend ("CF1") divided by the current stock price ("PT").

This font of the DCF model is known as the constant growth DCF model and

recognizes that investors expect to receive a portion of their total return in the form of

current dividends and the remainder through future dividends and capital (price)

A.

A.
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appreciation. A key assumption of this form of the model is that investors expect that

same rate of return (k) every year and that market price grows at the same rate as

dividends. But, this has not been historically true for the water utility sample, as shown

by the data in Schedule D-4.4 and Schedule D-4.5. As a result, estimates of long-term

growth rates (g) should take this into account.

Q. ARE THERE ANY CONCERNS ABOUT APPLYING THE DCF MODEL TO

UTILITY STOCKS?
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A. There are a number of reasons why caution must be used when applying the DCF model

to utility stocks. First, a non-publicly traded company does not have a stock market price.

Using the stock prices from a proxy group assumes that SWC's stock would be similarly

priced and has similar dividend yields as the publicly traded water companies. Second,

the stock price and dividend yield components may be unduly influenced by structural

changes in the industry, such as mergers and acquisitions, which influence investor

expectations. Third, the DCF model is based on a number of assumptions that may not be

realistic given the current capital market environment. The traditional DCF model

assumes that the stock price, book value, dividends, and earnings all grow at the same

rate. This has not been historically true for the sample water utility companies.

We should be especially concerned with the DCF model's applicability under

current market conditions. The Federal Reserve's bond buying programs have kept

longer-tenn bond yields low and interest rates are expected to rise,'2 but in the meantime,

and because bond yields are still very low, investors are "chasing yields" and driving up

the stock prices of companies that pay dividends, like utilities. The Value Line Investment

Survey (April 17, 2015) for the Water Utility Industry notes:

12 Blue Chip Financial Forecasts, April 2015.
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Low bond yields seem to have driven many income-oriented
investors into the equity markets. All this money chasing
income has brought down the yield on water utilities,
relative to the average stock. Currently, the yield of a
typical water utility is only about 60 to 65 basis points
higher than the average stock. This spread is very low, on
an historical basis.

Consider that while dividend yields for the water proxy group have been decreasing, the

1-year, 3-year, and 5-year annualized total returns for the water proxy group are 16.85

percent, 15.83 percent, and 11.98 percent, respectively, which are all significantly higher

than my DCF estimate of the cost of equity of 9.4 to 9.7 percent.'3 In fact, the water

utility proxy group has outperformed the S&P 500 over the past year.l4 The expected

equity returns suggested by the market based DCF model does not line up with recent

experience in the markets. As Dr. Morin notes:

To the extent that increases (decreases) in relative market
valuation are anticipated by investors, especially myopic
investors with sho1t-term investment horizons, the standard
DCF model will understate (overstate) the cost of equity.
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Another way of stating this point is that the DCF model does not account for the ebb and

How of investor sentiments over the course of the business cycle. The problem was

particularly acute in the mid l990's and mid 2000's where investors, faced with very low

returns on short-term fixed-income securities and an uncertain market outlook, sought

higher yields offered by utility stocks in a so-called flight to quality, boosting their stock

price and lowering the dividend yield.I5 The circumstances then are not so different than

what is occurring today.

Fourth, the application of the DCF model produces estimates of the cost of equity

13 Value Line Analyzer data from May 14, 2015.

\4 Total year return for the S&P 500 as reported by Value Line was 13.94 percent compared to the water
proxy group of 16.85 percent.

15 Morin, Roger A., "New Regulatory Finance," Public Utility Reports, Inc. at 433 (2006).
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that are consistent with investor expectations only when the market price of a stock and

the stock's book value are approximately the same. The DCF model will understate the

cost of equity when the market-to-book ratio exceeds 1.0 and conversely will overstate the

cost of equity when the market-to-book ratio is less than 1.0. The reason for this is that

the market-derived return produced by the DCF is often applied to book value rate base by

regulators.

Fifth, the assumption of a constant growth rate may be unrealistic, and there may

be difficulty in finding an adequate proxy for the growth rate. Historical growth rates can

be downward biased as a result of the impact of anemic historical growth rates in

earnings, mergers and acquisitions, restructuring, unfavorable regulatory decisions, and

even abnormal weather patterns. Further, by placing too much emphasis on the past, the

estimation of future growth becomes circular.

Q. LET'S TURN TO THE SPECIFIC INPUTS USED IN YOUR DCF MODELS.

WHAT DATA HAVE YOU USED TO COMPUTE THE EXPECTED DIVIDEND

YIELD (CF1/P0) IN YOUR MODELS?
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First, I computed a current dividend yield (CF0/P0). The expected dividend yield (CFI/P0Y

is the current dividend yield (CF0/P0) times one plus the growth rate (g). I used the spot

price for each of the stocks of the water utilities in the sample group on as reported by the

Value Line Investment Analyzer for May 22, 2015 for P0. The current dividend (CF0) is

the current indicated dividend as reported by Value Line. In my schedules,'the current

dividend yield is denoted as (D0/P0), where DO is the current dividend and P0 is the spot

stock price. (D1/Po) is used to denote the expected dividend yield in the schedules.

A.
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J

Q- WHAT MEASURES OF GROWTH ("g") HAVE YOU USED?

A. I have used two estimates of growth, one based on an average of historical and forecast

growth and the other based only on forecast growth. For my average historical and

forecast growth estimate, I average the 5-year historical average growth rates in the stock

price, book value per share ("BVPS"), earnings per share ("EPS") and dividends per share

("DPS") with Value Line 's forecast of EPS growth.16 Using the historical average of

growth in price, BVPS, EPS, and DPS is reasonable because investors know that, in

equilibrium, common stock prices, BVPS, EPS and DPS will all grow at the same rate and

would take information about changes in stock prices and growth in BVPS into accost

when they price utilities' stocks. As I stated either, a basic assumption of the DCF model

is that the stock price, BVPS, EPS and DPS all grow at the same rate. For my forecast

growth estimate, I have used the growth forecasts from Value Line. 17

Q. WHY DID YOU INCORPORATE AN HISTURICAL GROWTH RATE

ESTIMATE INTO ONE OF YOUR GROWTH ESTIMATES?
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Past growth rates may provide a reasonable basis for determining prospective growth

rates. Their use assumes the past is a reflection of the future. While I believe the use of

historical growth rates gives added recognition to the past, which is already incorporated .

into analyst estimates of growth, I nevertheless include a version of the DCF that reflects

historical growth. I would point out, however, that historical growth rates may not be the

best measure for the future. The empirical evidence indicates that analyst estimates of

growth are the best measure of growth for use in the DCF for utility stocks.l8

16 See Schedule D-4.4.
ll' See Schedule D-4.4.
in: David A. Gordon, Myron J. Gordon and Lawrence I. Gould, Choice Among Methods of Estimating
Share Yield, Journal of Portfolio Management (Spring 1989) 50-55. GordOn, Gordon and Gould found
that a consensus of analysts' forecasts of earnings per share growth for the next five years provides a more
accurate estimate of growth required in the DCF model than three different historical measures of growth
(historical EPS, historical DPS, and historical retention growth). They explain that this result makes sense

A.
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because analysts would take into account such past growth as indicators of future growth as well as any
new information.
19 Gordon, Gordon, and Gould.
20 Morin, Roger A.,New Regulatory Finance,Public Utility Reports, Inc. (2006) at 108.
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Q- WHY DID YOU USE FORECASTED GROWTH RATES IN YOUR GROWTH

ESTIMATES?

The DCF model requires estimates of growth that investors expect in the future and not

past estimates of growth that have already occurred. Accordingly, I use analysts'

forecasts of growth. Logically, in estimating future growth, financial institutions and

analysts have taken into account all relevant historical information on a company as well

as other more recent information.19 To the extent that past results provide useful

indications of future growth prospects, analysts' forecasts would already incorporate that

information. In addition, a stock's current price reflects known historic information on

that company, including its past earnings history. Any further recognition of the past will

double count what has already occurred. Therefore, forward~looking growth rates should

be used.

D. Explanation of the RPM ;led_I§s Ippu_ts

Q- PLEASE EXPLAIN THE RPM METHODOLOGY FOR ESTIMATING THE

COST OF EQUITY.
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A.

A.

The RPM is sometimes referred to as the "bond yield plus risk premium method". The

general approach is to determine the spread between the return on debt and the return on

equity and add this spread to the current debt yield to derive an estimate of the cost of

equity. To implement the RPM, it is assumed that the past relationship will continue into

the future. The RPM is widely used by analysts and investors.20

The RPM formula provides a formal risk-return relationship and is stated as:



(6) k = Ka + Historical bond-equity spread

where k is the expected return on equity and Ka is the current cost of debt or debt yield.

Q- HOW DID YOU DETERMINE THE HISTORICAL BOND-EQUITY SPREAD?

I computed the bond-equity spread as the difference between the average total realized

market return of my water proxy group and the average annual long-term treasury yields

for the years 1999-2014 - a 16-year historical period.21

Q. WHY DID YOU USE TOTAL REALIZED MARKET RETURNS?

Total realized market returns are market based which makes this approach a market-based

approach. While the annual actual risk premium in any given year may not equal the

required risk premium, over longer periods of time, the average actual risk premiums can

provide a good estimate of the average risk premium required.
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Q. WHAT DO YOU USE AS THE CURRENT COST OF DEBT (Ka)'?

I use the expected U.S. Long-term Treasury rate for 2016-2018 serves as the basis for the

risk free rate. Since the cost of capital is an opportunity cost and is prospective, it

necessarily requires the use of a forward-looking bond yield. In recent years, interest rates

have dropped to very low levels when compared to interest rates for similar securities in

the past. From 1999 to 2007, the annual average rates for long-term Treasury bonds was

5.24 percent ranging from a low of 4.84 percent in 2007 to a high of 5.94 in 2000. in

2008, and during die recent recession, that annual average dropped to 4.24 percent and

dropped further in 2012 to 2.9 percent.

The drop in long-term treasury rates has been largely attributed to the market

intervention by the Federal Reserve through its quantitative easing programs. Long-term

21 See Schedule D-4.9.
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Treasury rates for 2013 and 2014 averaged 3.45 percent and 3.34 percent, respectively.

For the first 5 months of 2015, long-term Treasury rates have averaged 2.64 percent. The

Federal Reserve is expected begin raising interest rates towards the end of this year, and

as early as September. Notwithstanding these current low rates, 30-year Treasury rates

are expected to bounce back up in 2016-2018 timeframe. Analysts at Value Line expect

that future average to be 4.1 percent. The consensus estimate made by analysts surveyed

by the Blue Cnzp Financial Forecasts indicates analysts expect that average to be higher

at 4.2 percent. For my analyses, I have relied upon the average of Value Line Quarterly

Forecast forecasts and the consensus forecast reported by Blue Chip Financial Forecasts

of 4.2 percent.22

Q- WHY DO YOU USE LONG-TERM U.S. TREASURY YIELDS?

The yields on long-term Treasury bonds match more closely with the perpetual nature of

common stock investments.23 Further, short-term rates are more volatile, fluctuate widely

and are subject to more random disturbances than long-tenn rates. In short, long-term

Treasury rates are preferred for these reasons and because long-term rates are more

appropriately matched to securities with an indefinite life or long-term investment

horizon.

E. Explanation of the CAPM and Its Inputs

Q- PLEASE EXPLAIN THE CAPM METHODOLOGY FOR ESTIMATING THE

COST OF EQUITY.
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Like the RPM, the CAPM is the sum of a risk-Hee rate plus a risk premium. And, like the

22 See Schedule D-4.8.
2;> Morin at 112.
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RPM, it quantities the additional return required by investors for bearing incremental risk.

The CAPM was developed by William Sharpe and John Lintner in the mid-l960's and is a

common topic in college finance textbooks. The CAPM provides a formal risk-return

relationship premised on the idea that only market risk matters, as measure by beta. The

traditional version of CAPM is represented by the formula:

[9 ]  k = R f  + l3(Rm-Rf)

where k is the expected return, Rf is the risk-free rate (or zero beta asset), Rm is the market

return, (Rm~Rf) is the market risk premium, and B is beta.

Q~ ARE THERE ANY CONCERNS ABOUT APPLYING THE CAPM MODEL TO

UTILITY STUCKS?

A. Yes. I have concerns with using this model in most periods because mechanical

application of the model may produce unreasonable results. The traditional CAPM only

captures a single measure of systematic risk as measured by beta, but there are other fonts

of systematic risk priced by the market such as company size. A size premium is

necessary because, even after adjusting for the beta risk of small stocks, they generally

outperform larger stocks. Size may just be a proxy for other risks. Nevertheless, the

empirical evidence indicates that beta alone does not measure the risk of smaller

companies.24 *

Q. ARE THERE ALTERNATIVES TO THE TRADITIONAL CAPM?
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A. Yes, alternative versions of the CAPM have been developed that provide more robust

explanations of returns required by investors. A version of the CAPM called the

Empirical CAPM or ECAPM was developed to recognize that estimations of Rf is higher

than the return on long-tenn Treasuries. Dr. Roger Morin discusses ECAPM at pages

24 Duff & Phelps at 2-5.
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189-191 of his book,New Regulatory Finance. The ECPAM is represented as follows:

[10]  k = R f  + .25(Rm-Rf) + -75l3(Rm-Rf)

Duff & Phelps suggest a version of the CAPM in which a size premium is

included.25 This modified CAPM ("MCAPM") is represented as follows:

[1 ll k : R f  + [3(Rm-Rf) + RPs

where k is the expected return, Rf is the risk-free rate (or zero beta asset), Rm is the

market return, (Rm-Rf) is the market risk premium, 13 is beta, and RPs is the size premium.

The MCAPM recognizes the CAPM is incomplete and does not fully account for the

higher returns that are needed on small company stocks. In other words, the higher risks

associated with smaller firms are not fully accounted for by beta.26

Q. is FIRM SIZE A UNIQUE RISK?
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A. No. The Finn size is a systematic risk factor and is an adjustment to the pure CAPM."

Putting aside the empirical financial data, the need for a risk premium for size makes

sense. Company size is a significant element of business risk for which investors expect

to be compensated through greater returns. Smaller companies are simply less able to

cope with significant events that affect sales, revenues, and earnings. For example,

smaller companies face more risk exposure to business cycles and economic conditions,

both nationally and locally. Additionally, the loss of revenues from a few larger

customers would have a greater effect on a small company than on a much larger

company with a larger, more diverse, customer base. Moreover, smaller companies are

generally less diverse in their operations and have less financial flexibility.

25 Duff & Phelps at 2-7.
26 Morningstar, Ibbotson SBBI 2013 Valuation Yearbook; pp. 85-88.
27 Shannon P. Pratt and Roger J. Grabowski. Cost of Capital: Applications and Examples, Fourth Edition.
John Wiley and Sons, 2010, p, 56.
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1 Q. DID YOU EMPLOY EITHER OF THESE ALTERNATIVE CAPM METHODS AS

PART OF YOUR ANALYSIS?

3 No. Instead, I conducted a risk study to develop an indicated additional risk premium for

SWC. Based on this study I add a risk premium to the results of each method I use (the

DCF, RPM, and the CAPM) as an alternative way of dealing with additional risk

associated with SWC. Having said that, these two methods would produce an indicated

cost of equity for my water proxy group in the range of 9.8 percent to 11.3 percent with a

mid-point of 10.6 percent, which is greater than my overall estimate for mY water proxy

group of 10.1 percent.

11

12

Q. WHAT IS THE RISK-FREE RATE (Rf)?

A, It is the return on an investment with no risk. The U.S. Treasury rate serves as the basis

for the risk-free rate because the yields are directly observable in the market and are

backed by the U.S. government. Practically speaking, short-term rates are volatile,

fluctuate widely and are subject to more random disturbances than long-tenn rates. In

short, long-term Treasury rates are preferred for these reasons and because long-term rates

are more appropriately matched to securities with an indefinite life or long-tenn

investment horizon.

20

21

Q. WHAT DO YOU ADOPT AS THE RETURN FOR THE RISK-FREE RATE?

I use long-term expected Treasury bond rates as the measure of the risk-free return for use

with CAPM cost of equity estimates from two sources: the Blue Chip Financial Forecasts

and the Value Line Quarterly Forecast. The appropriate choice for the risk-free rate is

the expected return for long-term Treasury securities.29 Thus, when determining an

28 See Schedule D-4.9.
29 Dujj"& Phelps at 3-1.

A.

A.
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estimate of the risk-free rate, it is appropriate to adopt a return that is no less than the

expected return on the long-term Treasury bond rate. Both of my CAPM estimates are

based on expected yields of the long-term treasury rates for 2016 through 2018 (from Blue

Chip Financial Forecasts and Value Line Quarterly Forecasts).30 The 2016 to 2018

timeframe is the period when new rates will be in effect for the Company.

WHAT IS BETA AND WHAT DOES IT MEASURE?

Beta is a measure of the relative risk of a security iN relation to the market. In other

words, it is a measure of the sensitivity of a security to the market as a whole. This

sensitivity is also known as systematic risk. It is estimated by regressing a security's

excess returns against a market portfolio's excess returns. The slope of the regression line

is the beta.

Beta for the market is 1.0. A security with a beta greater than 1.0 is considered

riskier than the market. A security with a beta less than 1.0 is considered less risky than

the market.

There are computational problems surrounding beta. It depends on the return data,

the time period used, its duration, the choice of the market index, and whether annual,

monthly, or weekly return figures are used. Betas are estimated with error. Based on

empirical evidence, high betas will tend to have a positive error (risk is overestimated) and

low betas will have a negative error (risk is underesti1nated).31

Q. WHAT DID YOU USE AS THE PROXY OF THE BETA FOR SWC?
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A. I used the average beta of the sample water utility companies. Betas were obtained from

Value Line Investment Analyzer (weekly data as if May 14, 2015). Value Line is the

30 See Schedule D-4.8.
31 Eugene F. Fame and Kenneth R. French, "The Capital Asset Pricing Model: Theory and Evidence,"
Journal of Economic Perspectives (Summer 2004)25-46.
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source for estimated betas that I regularly employ. The average beta for my water proxy

group as shown on Schedule D-4.2 is 0.74. I should note that because SWC is not

publicly traded, SWC has no beta. In my expert opinion, I strongly believe that SWC, if it

were publicly traded, would have a higher beta than the sample water utility companies.

Q- WHY WOULD SWC HAVE A HIGHER BETA?

As previously indicated, smaller companies are inherently more risky than larger

companies. Morningstar reports that when betas (a measure of market risk) are properly

estimated, betas are greater for small companies than for larger companies.32 Morningstar

also finds that even after accounting for differences in beta risk, small firms require an

additional risk premium over and above the added risk premium indicated by differences

in beta risk.

Q- PLEASE EXPLAIN THE MARKET RISK PREMIUM.
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A. The market-risk premium (Rm-Rf) is the return an investor expects to receive as

compensation for market risk. It is the expected market retour minus the risk-free rate.

Approaches for estimating the market risk premium can be historical or prospective.

Since expected returns are not directly observable, historical realized returns are

often used as a proxy for expected returns on the basis that the historical market risk

premium follows what is known in statistics as a "random walk." If the historical risk

premium does follow the random walk, then one should expect the risk premium to

remain at its historical mean. Based on this argument, the best estimate of the future

market risk premium is the historical mean. Duff & Phelps provides historical market

returns for various asset classes from 1926 to 2014. This publication also provides market

risk premiums over U.S. Treasury bonds, which make it an excellent source for historical

32 lb botson SBBI 2012 Valuation Yearbook,Morningstar, Chapter 7.
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market risk premiums.

Prospective market risk premium estimation approaches necessarily require

examining the returns expected from common equities and bonds. One method employs

applying the DCF model to a representative market index such as the Value Line 1700

stocks. The expected return from the DCF is measured for a number of periods of time,

and then subtracted from the prevailing risk-free rate for each period to arrive at market

risk premium for each period. The market risk premium subsequently employed in the

CAPM is the average market risk premium of the overall period.

Q. HOW MANY MARKET RISK PREMIUM ESTIMATES DID YOU PREPARE IN

CONNECTION WITH YOUR ASSIGNMENT FOR SWC?

I used two market risk premium estimates: An historical market risk premium and a

current market risk premium.

Q. HOW DID YOU ESTIMATE THE HISTORICAL MARKET RISK PREMIUM?

I used the Duff & Phelps measure of the average premium of the market over long-tenn

treasury securities from 1926 through 2014, which uses the S&P 500 market index. The

average historical market risk premium over long-tenn treasury securities is 7.0 percent.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q- IS THE S&P 500 INDEX A LARGE COMPANY INDEX?

Yes. The S&P 500 consists of the 500 largest companies and only approximately 20

percent of the S&P 500 would be considered Mid-Cap companies. Further, there are no

companies in the Low-Cap or Micro-Cap categories. Because it is heavily weighted with

Large-Cap companies, the S&P 500 is essentially a large company index. Morningstar

refers to the S&P 500 as a large company index and cautions that "if using a large

company index to calculate the equity risk premium, an adjustment is usually needed to

A.

A.

A.
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account for the different risk and return characteristics of small stocks."33

Q- HOW DID YOU ESTIMATE THE CURRENT MARKET RISK PREMIUM?

I derived a market risk premium by, first, using the DCF model to compute an expected

market return for each of the past 12 months using Value Line 's projections of the median

dividend yield for the dividend yield in the DCF and an average of the median EPS, DPS

and BVPS growth on the Value Line 1700 stocks. I then subtracted the historical monthly

average 30-year Treasury yield for each month from the expected market returns to arrive

at the expected market risk premiums. Finally, I averaged the computed market risk

premiums to determine the current market risk premium for the last 12 months, 9 months,

6 months, and 3 months. The data and computations are shown on Schedule D-4.10. The

recent 3 month average current market risk premium is 9.25 percent. Estimates of the

current market risk premium have ranged from 8.5 percent to 9.7 percent over the past 12

months. My recommended market risk premium is based on the recent 3-month average

estimate of 9.25 percent and is well within the past 12-month range.

F. Financial Risk Adjustment

Q. ARE YOU RECOMMENDING A FINANCIAL RISK ADJUSTMENT TO

ACCOUNT FOR DIFFERENCES IN LEVERAGE BETWEEN YOUR WATER

PROXY GROUP ANDSWC?

Yes. I have included a downward financial risk adjustment to the cost of equity of 40 basis

points based upon the Hamada method34 to accoLmt for the difference in financial risk
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33 Morningstar, 2014 Ibbotson SBBI 2014 Classic Yearbook p. 152.
"Effects of the Finn's Capital Structure on Systematic Risk of Common Stock," Journal of Finance,

Vol. 27 No. 2 (May 1972)435 .- 453.

34
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between SWC and the water proxy group.

G. Company Specific Risk Premium

Q. PLEASE DISCUSS YOUR COMPANY-SPECIFIC RISK PREMIUM.

A. As I testified earlier, SWC is not directly comparable to the publicly traded water utilities

in my water proxy group. The characteristics associated with small size, such as the lack

of diversification, limited revenue and cash flow, relatively small customer base, lack of

investment liquidity, and earnings volatility, increase the smaller water and wastewater

utilities over the risk associated with the water proxy group.

Q- PLEASE DISCUSS SIZE RISK FOR SMALL UTILITY COMPANIES.
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A. Investment risk increases as the Finn size decreases, all else remaining constant. There is

a great deal of empirical evidence that the Finn size phenomenon exists. Morningstar's

Ibbotson SBBI 2013 Valuation Yearbook (Chapter 7) reports that smaller companies have

experienced higher returns that are not fully explainable by their higher betas and that beta

is inversely related to company size. In other words, smaller companies not only have

higher betas but higher returns than larger ones. Even after accounting for differences in

beta risk, small companies require an additional risk premium over and above the added

risk premium indicated by differences in beta risk. Dr. Zepp also reported evidence that

the stocks of small water or wastewater utilities are more risky than the stocks of larger

water utilities, such as those in the water utilities sample." Even the California PUC

conducted a study that showed smaller water utilities are more risky than larger ones.

35 See Schedule D-4.14.
36 Thomas M. Zepp, Utility Stocks and the Size E/feet - Revisited, The Quarterly Review Economics and
Finance, Vol. 43, Issue 3, Autumn 2003, 578-582.
37 Staff Report on Issues Related to Small Water Utilities, June 10, 1991 and CPUC Decision 92-03-093 .
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Based on the evidence, Ir is clear that investors require higher returns on small company

stocks than on large company stocks. I have included in Schedule D-4.15 the results of a

Morningstar study using annual data reporting the size premium based upon firm size and

return data (i) provided in Duff & Phelps 2015 Valuation Handbook, Guide to Cost of

Capital, and (ii) contained in Dr. Thomas M. Zepp's 2003 article in The Quarterly Review

Economic and Finance. Based on these sources, I have estimated that a small company

risk premium in the range of 99 to 367 basis points is appropriate for SWC.

Q. HAVE YOU CONDUCTED A COMPARATIVE RISK STUDY TO DEVELOP AN

INDICATED RISK PREMIUM FOR SWC OVER THE WATER PROXY GROUP

COST OF EQUITY?

Yes. Attached as Exhibit TJB-COC-DT-2 is the risk study I prepared. To conduct my risk

study, I started by computing the 5-year historical operating margin, coefficient of

variation of operating margin, coefficient of variation of ROE. Operating margin is a

measure of profitability. The co-efficient of variation of operating margin is a measure of

earnings variability. Both of these metrics are highly correlated with size and risk. Next,

I cross-referenced these metrics with data publishedby Duff & PheIps38 and identified the

corresponding market portfolio beta for SWC and for my water proxy group. I then

computed the relative difference in beta between SWC and my proxy group. Asstuning

that the relative difference, in the market portfolio beta for the all publicly traded

companies is the same for small publicly traded water utilities, I then computed an implied

beta for SWC using the difference in portfolio betas." Finally, I used the CAPM to

compute the indicated cost of equity for SWC and compared the results to the CAPM
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results for my water proxy group.40

38 Duff& Phelps,Exhibits D-1, and D-2.
39 See page 1 of the Exhibit TJB-COC-2.
to See page 2 of the Exhibit TJB-coc-2.
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Q- BASED ON YOUR COMPARATIVE RISK STUDY WHAT ADDITIONAL RISK

PREMIUM IS INDICATED?

The indicated risk premium for SWC is in the range of 130 to 180 basis points which falls

in the range of small company risk premiums based two other sources of data discussed

above.

Q- WHAT COMPANY SPECIFIC-RISK PREMIUM DO YOU RECOMMEND FOR

SWC?

To be conservative, I add an upward risk premium of 100 basis points to the results of my

models, which is at the bottom end of the range of my risk premium estimates. I

computed a 40 basis point downward adjustment to reflect the difference in financial risk

between SWC and the water proxy group. In effect, the net upward adjustment to the

indicated cost of equity is 60 basis points (100 basis points less 40 basis points). That said

my recommended 10.5 percent return on equity is 40 basis points above the midpoint of

the overall results for the water proxy group of 10.1 percent.

H. Sulnwly and Conclusions

Q. HAVE YOU PREPARED A SCHEDULE THAT SUMMARIZES YOUR EQUITY

CCST ESTIMATES AND PRESENTS YOUR RECOMMENDATIONS?

Yes. The equity cost estimates and my recommendations are summarized in Schedule D-

4.1.
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In the first part of my analysis, I applied two versions of the constant growth DCF

model, one using historical and forecast growth and one using only forecast growth. The

DCF models produce an indicated equity cost for the water proxy group in the range of

A.

A.

A.
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9.4 percent to 9.7 percent.4l

In  th e secon d par t  of my an a lysi s ,  I  appl ied a  r i sk  pr emium model . I  used

histor ical annual total market returns for  the water  proxy group and histor ical average

annual average long-term treasury yields to develop an equity r isk premium to which I

added the expected long-term treasury to estimate the current cost of equity. My r isk

premium model produces an indicated cost of equity of 10.6 percent for the water proxy

group.42

In the third part of my analysis, I applied two versions of the CAPM - a historical

r isk premium CAPM and a cur rent  market  r isk premium CAPM. The CAPM analyses

produce an indicated cost of equity in  the range of 9.4 percent to 11.0 percent for  the

water proxy group.43

The overall  results on the DCF, CAPM, and RPM analyses for  the water  proxy

group are in the range of 9.8 percent to 10.4 percent with a mid-point of 10.1 percent.

In the fourth part of my analysis,  I detennine that a downward adjustment of 40

basis points is required to account for the difference in financial r isk between the water

proxy group and SWC.

In the fifth part of my analysis, I reviewed the financial literature on the small Finn

size effect and detennined that an appropriate risk premium for small utilities like SWC

that should be applied to the DCF, RPM, and CAPM results is the range of 99 to 367 basis

points.44

In the sixth part of my analysis, I conducted a comparative risk study using market

based information and determined the indicated risk premium for SWC falls in the range

of 130 to 180 basis points.45 To be conservative, I recommend a r isk premium of 100

41 See Schedule D-4.7, pages l and 2.
42 See Schedule D-4.9.
43 See Schedule D-4.1 l.
44 See Schedule D-4.12.
45 See Exhibit TJB-COC-2 and Schedule D-4.12.
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basis points. Using my recommended risk premium of 100 basis points the additional risk

premium, the DCF models produce an indicated equity cost for SWC in the range of 10.4

percent to 10.7 percent. My risk premium model produces an indicated cost of equity of

11.6 percent for SWC. My CAPM analyses produce an indicated cost of equity in the

range of 10.8 percent to 11.4 percent for SWC. After adjusting for the difference in

financial risk, the range of cost of equity estimates falls in the range of 10.4 to 11.0

percent with a midpoint of 10.7 percent.46

Q- WHAT EQUITY RETURN DO YOU RECOMMEND?

I am recommending a cost of equity of no less than 10.5 percent.

Q. DOES THAT CONCLUDE YOUR DIRECT TESTIMONY ON COST OF

CAPITAL?
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46 See Schedule D-4. 1 .
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INDUSTRY TIMELINESS: 64 (of 97)

Water Utility
RELATIVE STRENGTH (Ratio Dr Industry to Value Line Comp.)
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Index: June, 1967 100

W Jx

April 17, 2015 WATER UTILITY INDUSTRY 1781

External Financing Will Be Required

To finance the projected capital outlays, water utilities
will be forced to issue new debt and equity. Currently,
most of these companies have decent balance sheets.
(Not one equity in the group has a Financial Strength
rating lower than a B+.) Over the next three- to five-year
period, we expect the financial metrics of the industry to
decline somewhat. Still, there doesn't appear to be any
one utility that is expected to become highly leveraged
during this period. Much of this is due to relatively
constructive state regulatory commissions. Unlike elec-
tric utilities, which have been dealt some harsh rulings
in the past, in general, authorities have been fair to the
water sector. This is probably due to the differences in
the industries. Digging up and replacing old pipes is
more of a pay as you go operation, whereas, electric
utilities sometimes have to spend hundreds of million of
dollars on a plant that when finished, could result in
huge increases in homeowners monthly bills,

The Water Utility Industry consists almost ex-
clusively of regulated water companies. Thus,
these utilities are monopolies in the markets
where they operate, but state regulators establish
the returns that can be earned on their invest-
ments.

California is in the midst of an historic drought.
Three utilities in this industry have a major pres-
ence in the state. Due, in part, to reasonable
regulation, these conditions have not had a mean-
ingful impact on any of the companies.

The water infrastructure in the United States is
in need of a major overhaul. Capital improve-
ments have been deferred by just about every
water system for years, if not decades. Large sums
of money will be required to remove and replace
old pipeline distribution systems.

Consolidation should continue to occur as small,
cash-strapped, municipally-run water districts
sell themselves to large investor-owned compa-
nies that have access to the funds needed to mod-
ernize systems.

Yield spreads continue to tighten between water
utility stocks and the median dividend yield for
equities that do distribute income to sharehold-
ers.

Conclusion

California's Historic Drought
The water utility industry has many positive at-

tributes. State regulators are reasonable, the group has
relatively solid finances, earnings are well defined and
they don't face market risk that nonregulated industries
do because of their monopoly status. However, almost all
of the good news appears to be reflected in many of the
utilities' stock prices. Out of nine companies, only Ameri-
can States Wateris ranked to do better than the broader
market averages in the year ahead. Moreover, the divi-
dend yields on these stocks are much closer currently
than in the past to the yield of the median stock that
pays a dividend in the Value Line universe. This prob-
ably is due to the steep decline in interest. rates that has
occurred in the U.S. over the past several years. Low
bond yields seem to have driven many income-oriented
investors into the equity markets. All of this money
chasing income has brought down the yield on water
utilities, relative to the average stock. Currently, the
yield of a typical water utility equity is only about 60 to
65 basis points higher than the average stock. This
spread is very low, on an historical basis.

Several years into a severe lack of rain and mountain
snow, the state is in the midst of a severe water shortage.
Governor Brown recently mandated that residents re-
duce water consumption by 25%. How is this situation
effecting water utilities operating there? Surprisingly,
the three cornpanyls in this issue that distribute water in
the Golden State, American States Water, California
Water, and SJW have not really been negatively im-
pacted in a meaningful way. We believe constructive
regulation by the California Public Utilities Commission
(CPUC) is the reason why. In what is not typically
identified as a business-friendly state, the CPUC has
acted prudently in getting utilities on board in helping to
reduce water consumption. Usually, the more water a
company sells, the higher the profits it can generate,
Conversely, when demand declines, revenues and profits
decrease. Thus, it is not in the best interest of water
utilities to help curtail demand. The CPUC has resolved
this conflict by using a mechanism called "decoupling."
Basically, this allows water companies to promote less
water usage without their bottom lines taking a bit hit.

James A. Flood

An Aging Water Infrastructure

America's water distribution is in terrible shape. This
is the result of years of deferring much needed mainte-
nance and modernization. Both investor- and
municipally-owned systems are now faced with burden-
some construction budgets. Unfortunately, many of the
over 50,000 domestic water districts do not have the
financial wherewithal to fund the required improve-
ments. As a result, the large companies in this sector
have been on acquisition sprees. Instead of making one
or two substantial takeovers, most of the purchases are
of the tuck-in variety. Because this is one industry that
is filled with redundancies, synergies can actually be
achieved that help to fuel earnings growth.
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Revenues per sh

"Cash Flow" per sh

Earnings per sh A

Div'd Decl'd per sh B.

15.35
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2.12

10.13

1. 90

13.24

2.05
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Book Value per sh
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15]
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Avg Ann'l Div'd Yield
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398.9

41.4
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Revenues ($mill)

Net Profit ($miII)
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s0.0
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.5%

38.0%
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Income TaxRate

AFUDC % to Net Profit
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Long-Term Deb! Ratio

Common Equity Ratio
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890
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Total Capltal(small)

Net Plant($miII)
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12.1%

9.0%

11.5%

11.5%
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Return on Total Cap'l

Return on Shi. Equity

Returnon Com Equity

8.5%

13.0%

13.0%
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46.9%
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2008
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.50

223
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2011
11.12
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.55

2.13
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37.70

154
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419.3

42.0
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.91
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39.9%

25%
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8.3%
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2013
12.19

2.65

1.81

.76

2.52

1272
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172

97

2.7%

472.1
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36.3%

2.5%

39.8%

60.2%
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8.9%

12.7%
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CAPITAL STRUCTURE as of 12/31/14
TotalDebt $3264 mill. Due in 5 Yrs $41.8 mill.
LT Deb( $325.8 mill. LT Interest$21.5 mill
(LT interest earned: 5.7 x: total interest
coverage: 5.4 x) (39% of Cap'l)
Leases, Uncapitalized:Annual rentals $0.4 mill.
Pension Assets-12/14$140.6 mill.

Oblig.$185.2 mill.
Pfd Stock None.

Common Stock 38,220,567 she.
as of 2/23/15

MARKET CAP: $1.5 billion (Mid Cap)

2013 12/31/142012

7B.0
133.5
209.5
41.9

.3
57. 1
99.3

533%

38.2
153.4
191.6
49.8

6.3
44.8

100.9
5311/

23.5
160.5
1B4.0
40.6

3.3
49.8
93.7

488%

CURRENT POSITION
(SMILL)

Cash Assets
Other
Current Assets
Accts Payable
Debt Due
Other
Current Liab.
Fix. Chg. Cov.

Past
10 Yrs.

5.5%
7.5%
9.0%
4.0 A
5.5%

ANNUAL RATES
of change (per sh)
Revenues
"Cash Flow"
Earnings
Dividends
Book Value

Past
5 Yrs.
6.5%
8.5%

13.0%
8.5%
6.5%

Est'd '11-'13
to '18-'20

4.0%
6.0%
6.5%
8.0%
4.0%

Cal-
endar

QUARTERLY REVENUES (S mill)
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2012
2013
2014
2015
2016

111.5
109.9
109.g

110
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114.3
120.7
115.6

117
125

133.5
130.9
138.3

140
150

107.5
110.6
102.0

103
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466.9
472.1
465.8
470
500

Cal-
endar

EARNINGS PER SHARE A
Mar.31 Jun. 30 Sep. 30 Dec. 31

Full
Year

2012
2013

2014
2015

2015

.40

.43

.39
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.46

.49

.53

.54

.55

.57

.26

.30

.36

.30

.31

.27

.35

.28

.30
.31

1.41
1.61
1.57
1.60
1.65

Cal-
endar

QUARTERLY DIWDENDS PAID81

Mar.31 Jun.30 SeD.30 Dec.31
Full
Year
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2012
2013
2014
2015

.14

.14

.1775

.2025

.14
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.2025

.213

.14
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.13

.14
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.2025

.213

.55
.64
.76

.83

236.2

22.5

268.6

23,1

47.0% 40.5%

12.2%

50.4%

49.6%

48.6%

51 .4%

532.5

713.2

551.6

750.6

5.4%

8.5%

8.5%

6.0%

8.1%

8.1%

2.8%
67%

2.7%

67%

3.9%

58%

3.1%

64%

3.2%

61%

5.8%

47%

5.3%

49%

6.6%

45%

6.8%

47%

5.6%

53%

5.0%

55%

5.0%

56%

Retained to Com Eq

All Div'ds to Net Prof

6.0%

52%

BUSINESS: American States Water Co. operates as a holding
company. Through its principal subsidiary, Golden States Water
Company, it supplies water to 258,191 customers in 75 com-
munities and 10 counties. Service areas include the greater
metropolitan areas of Los Angeles and Orange Counties. The com-
pany also provides electric utility services to 23,716 customers in

the city of Big Bear Lake and in areas of San Bernardino County.
Sold Chaparral City Water of Arizona (6111). Has 707 employees.

Blackrock, Inc., owns 9.8% of out. shares, Vanguard, 8.5%, oft. 8.
Dir. 1,5%. (4115 Proxy). Chairman: Lloyd Ross. President & CEO:
Robert J. Sprowls. inc: CA. Addr: 630 East Foothill Boulevard, San
Dimers, CA 91773. Tel: 909-394-3600. Internet: www.aswater.com.

A m e r i c a n S t a t e s W a t e r ' s e a r n i n g s
g r o w t h  s h o u l d  b e  m o d e s t  t h r o u g h
2 0 1 6 . T h e  c o m p a n y ' s  m a i n  s u b s i d i a r y ,
G o l d e n  S t a t e  W a t e r  C o . ,  h a s  b e e n  c o m i n g
c l o s e  t o  e a r n i n g  t h e  a l l o w a b l e  r e t u r n  o n  i t s
c o m m o n  e q u i t y  f o r  t h e  p a s t  t w o  y e a r s .
T h u s ,  t h e r e  i s n ' t  m u c h  r o o m  f o r  b o t t o m
l i n e  e x p a n s i o n  i n  t h e  n e a r  t e r m .  A l l  t o l d ,
w e  o n l y  e x p e c t  s h a r e  n e t  t o  i n c r e a s e  2 %
t h i s  y e a r ,  f o l l o w e d  b y  a  3 %  i n c r e a s e  i n
2 0 1 6 .
G r o w t h i n t h e m i l i t a r y b u s i n e s s
s h o u l d b o l s t e r l o n g - t e r m p r o f i t s .
T h r o u g h  i t s  A S U S  s u b s i d i a r y ,  t h e  c o m p a -
n y  p r o v i d e s  w a t e r  t o  n i n e  a r m e d  f o r c e s
b a s e s  u n d e r  s i x  5 0 - y e a r  c o n t r a c t s .  T h i s  o p -
e r a t i o n ,  i n  w h i c h  r e t u r n s  a r e  n o t  c a p p e d
b y  s t a t e  r e g u l a t o r s ,  h a s  b e e n  r e s p o n s i b l e
f o r  2 0 %  t o  2 5 %  o f  A m e r i c a n  S t a t e s '  s h a r e
e a r n i n g s .  O v e r  t h e  n e x t  f i v e  y e a r s ,  u p  t o
5 0  m o r e  b a s e s  m a y  p r i v a t i z e  t h e i r  w a t e r
a n d  w a s t e w a t e r  s y s t e m s .  A s  A S U S  h a s
p e r f o r m e d  s u c c e s s f u l l y  i n  t h i s  s e c t o r ,  w e
e x p e c t  i t  t o  w i n  a  p r o p o r t i o n a t e  a m o u n t  o f
t h e s e  c o n t r a c t s .
Operating in California has not been
a negative for the company. Regulators
in the state have worked wet with the in-

d u s t r y  i n  r e s p o n s e  t o  t h e  r e c o r d - b r e a k i n g
d r o u g h t  n o w  p l a g u i n g  t h e  r e g i o n .  U s u a l l y ,
a  d e c r e a s e  i n  w a t e r  u s a g e  t r a n s l a t e s  i n t o
r e d u c e d  r e v e n u e s  f o r  a  u t i l i t y ,  m a k i n g  c o n
s e r r a t i o n  a l m o s t  n o t  i n  t h e i r  i n t e r e s t .  I n  a
p r o c e s s  k n o w n  a s  d e c o u p l i n g ,  G S W C  i s  a l -
l o w e d  t o  s t r u c t u r e  f e e s  t h a t  r e s u l t  i n  i t  n o t
b e i n g  p e n a l i z e d  t o  i n c e n t i v i z e  h o u s e h o l d s
t o  u s e  l e s s  w a t e r .  I n d e e d ,  o v e r  t h e  p a s t  s i x
y e a r s ,  w a t e r  u s a g e  h a s  d e c l i n e d  1 6 % - 1 7 % .
M o r e o v e r ,  C a l i f o r n i a  p e r m i t s  u t i l i t i e s  t o
c o l l e c t  i n c r e a s e d  e x p e n s e s  a s  t h e y  a r e  i n -
c u r r e d ,  n o t  a f t e r  t h e  f a c t ,  a s  m a n y  o t h e r
s t a t e  r e g u l a t o r s  r e q u i r e .
Management believes that a 5% divi-
dend growth rate is sustainable over
the next 3- to 5-year period. Though
this is below historical levels, the expected
increase in the annual payout is not far off
the industry average. with the help from
nonregulated businesses, we think there is
potential upside to this figure.
American Water shares do not stand
out for either short~ or long-term
potential performance. The stock's
strong showing has eliminated much of its
attractiveness.
James A. Flood April 17. 2015

due to rounding.
(B) Dividends historically paid in early March,
June, September, and December. I Div'd refn~
vestment plan available

(C) In millions, adjusted for splits. A
85
70
85

Company's Financial Strength
Stock's Price srabimy
Price Growth Persistence
Earnings Predictability

21.9
15.1 Target Price Range

2018 2020
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Excludes nonrecurring
'05, 13¢, '06, 3¢_ '08,

(14¢), '10, (23¢) '11, 10¢. Next earnings report
due mid-May Quarterly earnings may not add

o 2015 Value Line Publishing LLC. As ii Hts leselved.
THE PUBLISHER IS NOT RE8PONSIBLEgFOR ANY ERRORS OR OMISSIONS HEREIN.
01 it may be repmftuced, resold, sored or transmitted in any printed, decunnic or other imp,

(A) Primary gamins.
gains/(losses): '04, ¢;

I-actual malerral is obtained I ron sources believed to be reliable and is provided widrout warranties d any  kind.
This publication is slricliy lot subscriber's own,

or used for generating or marketing any primed or electronic pubicaliorr.
non» commerciaI, antefnaI.use. No pan

service or product.I mum



AOUA AMERICA NYSE-WTR 26.81RECENT
PRICE

PIE
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PIE RATIO
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13.2
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20.6
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22.4
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254TIMELINESS 3 L0wered 5l24l13

SAFEW 2 Raised 4l20l12

TECHNICAL 2 Raised 4l3l15
BETA .10 (1.00-Markel)

Price
4 0
3 0

Ann' l Total
Return
1 3 %

6 %
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+10%
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1.90

175.43

21.9

1.39

2.8%

151.a

153.1

39.0%

52.7%

47.3%

2929.7

3936.2

6.6%

110%

11.0%

2014
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1.20
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CAPITAL STRUCWRE as Of 12/31/14
Total Debi $1630.7 mill. Duo In 5 Yrs $436.9 mill.
LT Debt $15601 mill. LT lmensi $70.0 mill.
(Total interest coverage: 3.9x) (49% d Cap'l)

Penslon Assets-12114232.4 mill.
Oblig. $281 .2 mill.

Pfd Stock None
Common Stoll 176,823,519 shares
as d2/12/15

MARKET CAP: s4.1 billion (um Cap)

2013 121311142012

5.5
92.9
11.8

150.7
260.9

55.5
125.4

93.3
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123.0
78.1

286.9
388%

4.1
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10.0
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225.3
389%

CURRENT POSITION
(WILL)

Cash Assets
IReceivab\eAs c
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Debi Due
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Current Llab.
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Es!'d '11-'13
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779.9
sao
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EIRNIIGSP SHARE*
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.58
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48.4%

55.4%

44.6%
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2191.4

2792.8

6.9%

11.2%

11.2%

6.4%

10.0%

10.0%

5.9%

9.7%

9.7%

4.9%
56%

3.7%

63%

3.2%

67%

2.8%

70%

2.7%

72%

3.7%

65%

4.6%

60%

4 3 *
61%

6.7%

50%

6.1%

53%

5.5%

57%

5.5%

53%

Rntdned to Com Et
All Di\r'd5 IT Net PM

6.0%

59%

BUSINESS: Aqua Antenna, Inc. is the hading company lot water
and wastewater utilities that serve approximately three million resi-
dents in Pennsylvania, Ohio, North Cerdina. Illinois. Texas. New

Jersey. Florida. Indiana, and he other states. Has 1.617 employ-
ees. Acquired AquaSourr:e, 7/03, Consumers Water, 4/99, and
others. Water supply revenues '14: residential, 68%, eommerdal,

17%, industrial & other, 15%. Officers and directors own .8% at the
common stock, Vangurad Group, 6.6%, State Street Capital Corp.,
63%. Blackcock, Inc. 6.1% 14/14 Proxy). Chairman & Chief Exew-
tive Otticer: Nidictas DeBenedictis. Incorporated: PennsyWanie.
Address: 762 West Lancaster Avenue, Bryn Mawr, Pennsylvania
19010. Telephone: 610-525-1400. Internet: www.aqueamrica.eom.

p r i c e s  c o u l d  i m p a c t  n o n -
o p e r a t i o n s .  H y d r a u l i c  f r a c k -

s t o c k  i n  t h e  i n d u s t r y .
s will

A q u a  A m e r i c a  h a s  h e a l t h y  l o n g - t e r m
d i v i d e n d  g r o w t h  p r o s p e c t s .  B a s e d  u p o n
o u r  p r o l i e c t i o n s  o f  t h e  c o m p a n y ' s  a b i l i t y  t o
i n t e r n e  L y  g e n e r a t e  c a s h ,  w e  e s t i m a t e  t h a t
t h e  a n n a  p a y o u t  m a y  i n c r e a s e  r o u g h l y
9 %  p e r  a n n u m  t h r o u g h  2 0 1 8  2 0 2 0 .  T h i s  i s
a  m u c h  h i g h e r  r a t e  t h a n  t h a t  o f  t h e  t y p i c a l

E a r n i n g .  E a r n s p r o b a b l y  m o d e r -
a t e  b o t t  i s  y e a r  a n d  n e x t .  E x c l u d i n g
t h e  $ 0 . 1 1 - a - s h a r e  g a i n  f r o m  t h e  s a l e  o f  i t s
o p e r a t i o n s  i n  F o r t  W a y n e ,  A q u a ' s  s h a r e
n e t  r o s e  3 . 4 %  i n  2 0 1 4 .  C o n s i d e r i n g  t h a t
2 0 1 3  w a s  a n  e x c e p t i o n a l  y e a r .  t h e  c o m -
p a r i s o n  w a s  a c t u a l l y  g o o d .  D u e  t o  s o m e
r a t e  r e l i e f ,  s y n e r g i e s  f r o m  a c q u i s i t i o n s ,
a n d  t h e  a b i l i t y  t o  h a m  r e t u r n s  o n  c a p i t a l
i n v e s t m e n t s  w i t h  l i t t l e  r e g u l a t o r y  l a g ,  w e
e x p e c t  t h e  u t i l i t y  t o  A c c o r  4 %  b o t t o m - l i n e
i n c r e a s e s  i n  b o t h  2 0 1 5  a n d  2 0 1 6 .
E x p a n s i o n  v i a  a c q u i s i t i o n s  i s  a  m a j o r
p a r t  o f  t h e  c o m p a n y { ; s  s t r a t e g y .  M o s t
w a t e r  s y s t e m s  i n  t h e . S .  a r e  s m a l l  a n d
m u n i c i p a l l y  o w n e d .  O v e r  t h e  p a s t  t w o
d e c a d e s ,  A q u a  h a s  m a d e  o v e r  3 0 0  p u r -
c h a s e s ,  i n c l u d i n g  1 6  i n  2 0 1 4 .  A s  t h e s e
s m a l l e r  w a t e r  d i s t r i c t s  r e a l i z e  t h a t  t h e y  d o
n o t  h a v e  t h e  f i n a n c e s  t o  m o d e r n i z e  t h e i r

a g i n g  i n f r a s t r u c t u r e s ,  t h e y  w i l l  c o n t i n u e  t o
l o o k  t o w a r d  m e r g i n g  w i t h  l a r g e r  c o m p a -
n i e s . W i t h a s i g n i f i c a n t a m o u n t o f
r e d u n d a n c i e s ,  c o s t  s a v i n g s  f r o m  s y n e r g i e s
c a n  b e  s l g n i l l c a n t  i n  t h i s  i n d u s t r y
L o w  e n e r g y
r e g u l a t e d
i n  h a s  b e c o m e  a  m a j o r  p r e s e n c e  i n  A q u a ' s
s e r v i c e  a r e a s .  W i t h  e a c h  w e l l  r e q u i r i n g
f i v e  m i l l i o n  g a l l o n s  o f  w a t e r ,  t r a n s p o r t i n g
i t  b y  t r u c k  i s  b o t h  b u r d e n s o m e  a n d  e x p e n -
s i v e .  E x t e n d i n g  p i p e l i n e  s y s t e m s  d i r e c t l y
t o  t h e  w e l l s  c a n  b e  v e r y  p r o f i t a b l e  f o r
w a t e r  u t i l i t i e s .  R e v e n u e s  r a m  t h i s  s e c t o r
s h o u l d  d e c l i n e .  h o w e v e r ,  a s  d r i l l e r s  s h u t
w e l l s  u n t i l  t h e  e n e r g y  m a r k e t  r e c o v e r s .
I n v e s t o r s  w i l l i n g  t o  s a c r i f i c e  s o m e  r e -
t u r n s  f o r  m o r e  c e r t a i n t y  m a y  l i k e
t h e s e  s h a r e s .  O n  t h e  p l u s  s i d e ,  A q u a
A m e r i c a  s t o c k  h a s  a  d e c e n t  w e l l - p r o t e c t e d
d i v i d e n d  y i e l d ,  f a v o r a b l e  p a y o u t  g r o w t h
p r o s p e c t s ,  a  s o l i d  b a l a n c e  s h e e t ,  t h e  h i g h -
e s t  ( 9 5 )  m a r k  f u r  S t o c k  P r i c e  S t a b i l i t y ,
w e l l - d e f i n e d  e a r n i n g s .  a n d  a  2  ( A b o v e
A v e r a g e )  S a f e t y  r a n k .  A l l  t o l d ,  w e  b e l i e v e
t h a t  t h e  p o t e n t i a l  t o t a l  r e t u r n s  a r e  o d e
q u o t e  o n  a  r i s k - a d j u s t e d  b a s i s .
J a m e s  A .  F l o o d A p r i l  I Z  2 0 1 5

Next earnings report due mid-May.
(B) Dividen s historically paid in early March,
June, Sept. a Dec. l Div'd. reinvestment plan
available (5% discount).

(C) In millions. adjusted lot sled splits. A
95
60
95

Company's Flnandal Strength
Stock's Price snbuny
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Elmlngs Prtdlctibilky

23.8
16.1

Target Price Range
2018 2020
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24
20
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12

8

6

m iiiii

(A) Diluted egg. Excl. nor rec. gains (losses:
'99, (9¢); '00, 2¢. '01, 2¢. '02, 4¢. '03, st# 2,
1B¢. Excl. gain from disc. operations: '12, 7¢,
'13, 9¢, '14, 11¢. May not sum due to rounding.
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47.5
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1999 2000 2001 2002 2003 2004 2005 2006
7.98

1.37

.77

.54

8.08

1.26

.66

.55

8.13

110

.47

.56

B.67

1.32

.63

.56

8.18

126

.61

5 6

8.59

1.42

.73

.57

8.72

1.52

.74

.57

8.10

1.36

.67

.58

1.72

6.71

123

6.45

2.04

6.48

2.91

6.56

2.19

7.22

1.87

7.83

2.01

7.90

2.14

9.07

25.87 30.29 30,36 30.38 33.86 36.73 36.78 4131

17.8

1.01

4.0%

19.8

1.27

4.3%

27,1

1.39

4.4%

19.8

1.08

4,5%

22.1

1.26

4 2 %

20.1

1.06

3.9%

24.9

1.33

3.1%

29.2

1.58

2.9%

2007
8.88

1.56

.75

.58

184

9.25

41.33

26.1

1.39

3.0%

367.1

31.2

39.9%

8.3%

42.9%

56.6%

.674.g

1010.2

5.9%

8.1%

8.1%

2008
9.90

1.85

.95

.59

241

9,72

41.45

19.8

1.19

3.1%

410.3

39.8

37.7%

8.6%

41.6%

58.4%

690,4

1112.4

7.1%

9,9%

8.9%

2009 2010
10.82

1.93

.98

.59

11.05

193

91

80

2.66

10,13

2.97

1045

41.53 41.67

19.7

1.31

3.1%

20.3

1.29

3.2%

449.4

40.6

460.4

37.7

40.3%

7.6%

39.5%

4.2%

47.1%

52.9%

52.4%

47.6%

7949

1198.1

914.7

1294.3

6.5%

9.6%

9 5 %

5.5%

a s k.

8.6%

2011
12.00

2.07

.86

62

2.83

10.76

41.82

21.3

1.34

3.4%

501.8

36.t

40.5%

7.6%

51 .7%

48.3%

931.5

138111

5.5%

8.0%

8.0%

2012
13.34

2.32

102

.63

3.04

11.28

41.98

17.9

1,14

3.5%

580.0

42.6

37.5%

8.0%

47.8%

52.2%

9082

1457.1

6.3%

9.0%

9.0%

2013
12.23

2.21

1.02

.64

2.58

12.54

47.74

20.1

1.13

3.1%

584.1

47.3

30.3%

4.3%

41.6%

58.4%

1024.9

1515.8

6.0%

7.9%

7.9%

2014
12.50

2.50

1.19

.65

2.75

13.22

47.81

193

1.02

2.8%

597.5

$6.7

33.0%

2.7%

40.1%

59.9%

1045.9

1580.4

6.8%

9.0%

9.0%

2015
12.80

2.60

1,20

.so

2.50

13.75

4s.00

sou ng
Vale
cetin

615

57.5

28.5%

2.0%

410%

57.0%

1160

1660

6.5%

9.0%

9.0%

2016 ©vALuE LINE PUB. LLC 1 8 -2 0

13.25

2.65

1.20

.69

Revenues per sh

"Cash Flwl" per sh

Earnings per sh A

Div'd Decl'd per sh s I

16.80

3.20

1.55

.97

2.60

14.25

Cap'l Spending per sh

Book Value per sh c

3.10

16.00

48.00 Common Shs0uts1'g ° 50.00
MG an
Lim
ares

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'l Div'd Yield

20.0

1.25

3.2%

635

57.5

Revenues ($mill) E

Neo vwfn (Mn)
s40

77.5

29.5%

4.5%

Income Tax Rant

AFUDC % no Net Profit

36.0%

5.0%

43.5%

56.5%

Long-Term Debt Ratio

Cannon Equity Ratio

41.5%

56.5%

1215

1730

Total caplet (small)
no plans lsmiu)

1370

1820

6.0%

8.5%

8.5%

Return on Total Cap'l

Return on She Equity

Return on Com Equity

7.0%

9.5%

9.5%

CAPITAL STRUCTURE as of 12/31/14
Total Debt $5049 mill, Due in 5 Yrs $206.7 mill.
LT Debt $419.2 mill. LT Interest $20.0 mill.
(LT interest earned: 4.2x_ total inf. Nov.: 4.0x)

(40% of Cap'l)
Pension Assets~12l14 $308.3 mill.

Oblong. $390.6 mill.
Pfd Slodt None

Common Stock 47.800897 she.
as of 219115

MARKEIcm $1.2 billion (weC°p)

2013 12/31/142012

27.5
112.0
139.5
55.1
54.7
56.8

166.6
301 %

38.8
107.8
146.6
46.8

136.3
59.7

242.8
296%

19.6
134.5
154.1
59.4
85.7
72.6

217.7
299%

CURRENT posmou
(SIIILL)

Cash Assets
Other
Current Assets
Accts Payable
Debt Due
Other
Current Liab.
Fix. Chg. Cov,

Past
5 Yrs.
7.0%
6.5%
4.0%
1.5 /»
4.5%

Est'd '11-'13
to '1 B»'20

5 .0%
5. 5%
7. 5%
7. 0%
5 . 5 %

Past
10 Yrs.

4.0%
6.0%
5.5%
1.0 />
5.5%

ANNUAL RATES
d change (per sh)
Revenues
"Cash Flow"
Eammgs
Dlvndends
Book Value

Cal-
endar

QUARTERLY REVENUES is mill):
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2012
2013
2014

2015
201s

116.8
111.4
110.5

115
120

1 2 1 5
133.7
137.4
140
145

178.1
184.4
191.2
195
200

143.6
154.6
158.4
165
170

560.0
584.1
597.5
615
635

Cal-
endar

EARNINGS PER SHARE A
Mar.31 JUn.30 Sep.30 Dec.31

Full
Year

2o12
2013
2014
2015
z01s

.12

.12

.24
.15
.15

.56

.61

.70

.73
.74

.03

.01
d.11

Nil
Nil

.31

.28

.36

.32

.31

1.02

1.02
1.19
1.20
1.20

Cal-
endar

QUARTERLY DIVIDENDS PAID s l

Mar.31 Jun.30 Seo.30 Dec.31
Full
Year

2011
2012
2013
2014
2015

.154

.1575
16

.154
.1575
.16

.154
.1575
.16
.1625

.154

.1575
. .16
.1625 .1G25 .1625
,1675

.62

.63

.64

.65

320.7

2722

334.7

25.6

42.4%

3.3%

37.4%

10.6%

48.3%

51.1%

43.5%

55.9%

568.1

862.7

670.1

941.5

6.3%

9.3%

9.3%

52%

6.8%

e.s%

2.1%
78%

1.0%

86%

1.8%

77%

3.8%

61%

3.8%

w %

8.0%

66%

2.3%

71%

3.4%

62%

3.4%

56%

4.1%

55%

4.0%

56%

3.5%

58%

Retained to Com Et

All Div'ds to Net Prof

3.5%

63%

BUSINESS: California Water Service Group provides regulated and
nonregula ted water serv ice  to  477,900 ws tomers  in 85 com-
munities in the state of California. Accounts for over 94% of total
customers. Also operates in Washington, New Mexico, and Hawaii.
Main service areas: San Francisco Bay area, Sacramento Valley,

Salinas Valley , San Joaquin Valley  & parts  of  Los Angles. Ac-

quired Rio Grande Corp, West Hawaii Uti li t ies (9108). Revenue
breakdown, '14: residential, 68%, business, 19%; industrial, 5%;
pubic authorities, 3%; other 5%. '14 reported depreciation rate:
4.0%. Has 1,105 employees. President, Chairman, and CEO; Peter
C. Nelson. Inc.: DE. Adcllessz 1720 North First SL, San Jose, CA
951124598 Tel.: 4084567-8200. Internet: www.calwatergroup.com.

a water  u t i l i t y  gener a tes .
ra i n fa l l

State regulators (CPUC) have been
working well with California Water
Services during the region's historic
drought. The more water it sells, the
more revenues
D u e  t o  t h e  o n g o i n g  l a c k  o f ,  t h e
C P U C  h a s  i m p l e m e n t e d  " d e c o u p l i n g .  T h i s
m e c h a n i s m  e n c o u r a g e s  c o n s e r v a t i o n ,  w i t h -
o u t  h a v i n g  a  m a j o r  i m p a c t  o n  a  w a t e r  u t i l -
i t y ' s  p r o f i t s .
T h e  c o m p a n y  h a d  a  m u c h  b e t t e r - t h a n -
e x p e c t e  f o u r t h  q u a r t e r .  F u e l e d  b y  r a t e
r e l i e f  i m p l e m e n t e d  l a s t  y e a r  a n d  r e d u c e d
e x p e n s e s ,  C a l i f o r n i a  W a t e r ' s  e a r n i n g s  p e r
s h a r e  d o u b l e d  t o  $ 0 . 2 4 ,  o n  a  y e a r - o v e r -
y e a r  b a s i s  i n  t h e  D e c e m b e r  i n t e r i m .  T h i s
r e s u l t e d  i n  a  h e f t y  1 7 %  b o t t o m - l i n e  g a i n  i n
2 0 1 4 .
W e  e x p e c t  p r o f i t s  t o  b e  f l a t t i s h  o v e r
t h e  n e x t  t w o  y e a r s .  T h e  b u l k  o f  t h e  e a r n -
i n g s  g a i n s  r e s u l t i n g f r o m  h i g h e r  r a t e s
w e r e  r e f l e c t e d  i n  C a  i f o r n i a  W a t e r ' s  e a r n -
i n g s  i n  2 0 1 4 .  B a s e d  o n  s t a t e  r e g u l a t i o n s ,
C a l i f o r n i a  w a t e r  u t i l i t i e s  c a n  o n l y  f i l e  f o r
a d j u s t m e n t s  f o r  i n c r e a s e d  e x p e n s e s  o n c e
e v e r y  t h r e e  y e a r s .  W i t h  m o s t  o f  t h e  r e c e n t
c o s t  r e d u c t i o n s  p r o b a b l y  n o t  s u s t a i n a b l e ,
w e  e s t i m a t e  t h a t  t h e  c o m p a n y ' s  s h a r e

e a r n i n g  w i l l  b a r e l y  b u d g e  f r o m  l a s t  y e a r ' s
t a l l y  0  $ 1 . 1 9 ,  a n d  c o m e  i n  a t  $ 1 . 2 0  f o r
b o t h  2 0 1 5  a n d  2 0 1 6 .
T h e  l a t e s t  d i v i d e n d  h i k e  w a s  a  b i t o f  a
d i s a p p o i n t m e n t .  W e  h a d  b e e n  l o o k i n g
for  a 4.6%  increase in the quarter ly  payout
to $0.17 a share, instead i t  was only raised
by 3.1%  to $0.l675.
C a l i f o r n i a  W a t e r ' s  f i n a n c e s  a r e  i n  f i n e
s h a p e .  T h e  e q u i t y - t o - t o t a l  c a p i t a l  r a t i o
w a s  a t  a n  i n d u s t r y h i g h  o f  6 0 %  a t  y e a r -
e n d  2 0 1 4 .  M u c h  0 ?  t h i s  c a n  b e  a t t r i b u t e d
t o  a  l a r g e  e q u i t y  o f f e r i n g  i n  2 0 1 3 .  C a p i t a l
e x p e n d i t u r e s  t o  r e p l a c e  a n  a g i n g  p i p l e i n e
i n f r a s t r u c t u r e  w i l l  p r o b a b l y  i n c r e a s e  i n
t h e  y e a r s  a h e a d .  B e c a u s e  o f  t h e  s t r o n g  b a l -
a n c e  s h e e t ,  w e  d o n ' t  a n t i c i p a t e  a n y  m a j o r
e q u i t y  o f f e r i n g s  o u t  t o  t h e  l a t e  d e c a d e .  A d -
d i t i o n a l  d e b t  m a y  b e  r e q u i r e d ,  b u t  w e  b e -
l i e v e  t h e  u t i l i t y s  f i n a n c i a l  m e t r i c s  w i l l
r e m a i n  a b o v e  t h e  i n d u s t r y  a v e r a g e s .
T h e s e  s h a r e s  a r e  n o t  o f  p a r t i c u l a r  i n -
t e r e s t  a t  t h i s  j u n c t u r e .  O n  t h e  p l u s  s i d e ,
C W T ' s  y i e l d  i s  h i g h e r  t h a n  m o s t  o f  t h e
s t o c k s  i n  t h e  w a t e r  i n d u s t r y .  O v e r  t h e  p u l l
t o  2 0 1 8 - 2 0 2 0 ,  h o w e v e r ,  t h e  s t o c k  h a s
b e l o w - a v e r a g e  t o t a l  r e t u r n  p o t e n t i a l .
J a m e s  A .  F l o o d A p r i l  J Z 2 0 1 5

intangible assets. In '14 : $7.3 mill.
Div'd reinvestment plan available.
c ) I nd.
0.15lsh.

(D) In millions, adjusted for splits.

(E) Excludes non-reg. rev, B++
95
40
90

Com my's Financial Strength
Stool Price Stability
Price Glove Persistence
Ea rn ln g s  m a lm b im y

22.9
16.4 Target Price Range

2018 2020

64

48
40
32

24
20
15

12

8
-6

H
ii
1I

'h ill.
1111111

(A) Basic EPS Excl. nonrecurring gain (loss).
00, (4¢), '01, 2¢, '02, 4¢, '11, 4¢. Next eam-

ings report due mid-May (B) Dividends histori-
cally paid in late Feb., May, Aug, and Nov. I
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CONNECTICUT WATER NDQ-CTWS 36.82RECENT
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Price
5 0
3 5

2018-20 PROJECTIONS
Ann'l Total

Return
1 0 %

2 %
Hgh
Law

Gain
(4-35%

( - 5%
In s id e r  De c ls io n s

UJJASONOJ
0 0 0 0 0 0 0 0 00 0 0 0 0 0 0 0 00 0 0 0 0 0 0 0 0

to Buy
Options
to Sell

401014

3 5
KG

4 2 9 6

Institutional Decisions
102 14 3m014

40 50
32 34

4304 429g

to Buy

Io St"

H!d's(00fl)

High:
Low:

29. 8
23. 8

28.2
2 1 9

25. 6
22.4

29. 0
19.3

26.4
1 7 3

27. 9
20.0

29.1
23.3

32.8
26.2

36.4
27.8

37.5
31.0

38. 6
35.1 | 1

2
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2014 2018 © VALUE LINE PUB. LLC 8-20

8.45

3.00

192

101

9.00

3.35

2.10

1.09

Revenues per sh

"Cash Flow" per sh

Earnings per sh A

Div'd Decl'd per sh B l

12.50

3.60

2.25

1.30

411

1B.84

4.15

21.15

Cap'l Spending per sh

Book Value per sh D

2.85

24.15

11.12 11.35 Common She Outsl'g c 1200

17.7

.93

3.0%

ires are

Ume

: t ea

Avg Ann'IPIE Ratio

Relative PIE Ratio

Avg Ann'l Div'd Yield

19.0

1,20

2.8%

94.0

21.3

102

24.0

Revenues ($milI)

Net Prowl! (Sum)
150

27.0

14.5%

2.4%

19.5%

2.5%

Income Tax Rate

AFUDC % to Net Profit

30.0%

2.0%

45.7%

54.2%

47.5%

52.5%

Long~Term Debt Ratio

Common Equity Ratio

47.5%

52.5%

386.8

5069

6.4%

455

560

6.5%

Total Capital ($mill)

Net Plant ($mill)

Return on TotaI Cap'l

550

675

6.0%

10.2%

10.2%

10.0%

10.0%

Return on Shi. Equity

Return on Com Equity

9.5%

9.5%

I
I II

I
1999 2000 2001 2002 2003 2004 zoos 2006 2007 2008 2009 2010 2011

5.87

1.85

103

1 9

5.10

1.73

109

79

5.93

1.78

1.13

.80

5.77

1.78

1.12

.81

5.91

1.89

1.15

.83

6,04

1,91

1.16

.B4

5.81

1.62

.BB

.85

5 5 8

1.52

.81

.BS

7.05

1.90

1.05

.87

7,24
1,95
111
.88

6.93

1.93

1.19

.90

7.65

2.04

1.ta

.92

7.93

2.11

1.13

.94

1.42

8.61

1.43

8.92

1.86

9.25

1.98

10.06

1.49

10.46

1.58

10.94

1.96

11.52

1.96

11.80

2.24

11.95

2.44

12.23

3.28

12.67

3.06

13.05

2.61

13.50

7.26 7.28 7.65 794 7.97 8.04 8.17 8.27 8.38 8.46 8.57 8.68 8.76

18.2

1.04

4.2%

t8.2

1.18

4.0%

21.5

1.10

3.3%

24.3

1,33

3.0%

23.5

1.34

30%

22.9

1.21

3.1%

28.6

1.52

3.4%

29.0

1.57

3.8%

23.0

1 .22

3.6%

222

1.34

3.6%

15.4

1.23

4.1 %

20.7

1.32

3.9%

23.0

1.44

3.6%

2012 2013
9.47

2.54

1.53

.96

8.29

2.63

1.65

.98

2.79

20.95

3.02

17.92

8.85 11.04

19.4

1.23

3.2%

18.4

1.03

3.2%

83.8

136

91.5

183

320%

1.7%

28.0%

2.0%

49.0%

508%

46.9%

52.9%

364.6

447.9

4.8%

373.6

471.9

5.9%

7,3° /»

7 . 3%

92%

9.2%

2015
8.75

3.20

2.00

1.05

4.60

20.10

11.20

Bold fig

Snafu

est fn

98.0

23.0

18.0%

2.5%

45.5%

54.5%

420

535

6.5%

10.0%

10.0%

CAPITAL STRUCTURE as of 12/31/14
Total Debt $181.0 mill. Due in 5 Yrs $19.3 mill.
LT Debt $176.6 mill. LT Interest $7.0 mill.
(Total interest coverage: 4.4x)

(48% of Cap'l)
Leases, Uncapitalized: Annual rentals $1 mill.
Pension Assets-12/14 $61.6 mill.

Obllg. $79.8 mill.

Pfd Died NMFPfd Stock $0.8 mill.

Common Stock 11,152,627 she.
as of 311115
MARKET CAP: $400 million (Small Cap)

2013 12/31/142012

13.2
11.5
11 .7
36.4
10.0

3. 0
2 9

15.9
408%

18.4
12.3
16.2
46. 9
10.8

4. 1
7 8

22. 7
375%

2. 5
12.0
2 1 ]
36.2
10.0

4.4
9. 2

23. 5
375%

CURRENT POSITION
($mlLL.)

Cash Assets
Accounts Receivable
Other
Current  Assets
Accts Payable
Debt  Due
Other
Current  Liab.
F ix.  Chg.  Cov.

Past
10 Yrs.

4.0%
3.0%
2.5%
1.5%
6.0%

ANNUAL RATES
of change (per sh)
R evenues
"Cash F low"
E amings
D ividends
Book Value

Est'd '11 -'1 a
to '18-'20

5.5%
5.5%
6. 5%
4.5%
4.5%

Past
Yrs.
5.0%
6.5%
8.0%
2.0%
8.0%

Cal-
endar

QUARTERLY RWENUES (S mill.)
Mar.31 Jun. 30 Sep. 30 . Dec. 31

Full
Year

2012
2013
2014
2015
2016

21.3
22.6
25.4
26.5
27.5

18.5
19.7
20.3
21.5
22.5

19.5
21.6
20.7
21.0
22.0

24.5
27.6
27.6

29.0
30.0

83.8
91.5
94.0
98.6

102.c

Cal-
endar

EARNINGS PER SHARE A
Mar.31 Jun. 30 Sep. 30 Dec. 31

Full
Year

2o12
2013
2014
2015
2016

.22

.24

.27

.35

.36

.67

.86

.76

. t o

.85

.16

.17

.22

.25

.27

.47

.39

.57

.60

.62

1.53
1.66
1.92
2.00
2.10

Cal~
ender

QUARTERLY DIVIDENDS PAID B l

Mar .31  Jun.30  Se9 .30  Dec .31
Full
Year

2011
2012
2013
2014
2015

.238

.2425

.2475

.2575

.238

.2425

.2475

.2575

.233

.238

.2425

.2475

.233

.238

.2425

.2475

.2575

.942
,962
.98

1 0 1

47.5

7.2

46.9

6.7

59.0

a s

61.3

9.4

59.4

10.2

65.4

9.8

69.4

9.9

23.5% 32.4% 27.2%

1.7%

195% 35.2% 413%

44.9%

54.5%

44.4%

55.1%

47.8%

51.8%

46.9%

52.7%

50.6%

49.1%

49.5%

50.2%

53.2%

46.5%

1723

247.7

5.0%

174.1

258.1

4.9%

193.2

284.3

5.5%

196.5

302.3

5.9%

221.3

325.2

5.5%

225.6

3442

5.4%

254.2

362.4

4.9%

7.5%

7.6%

6.9%

7.0%

8.7%

8.7%

9.0%

9.1%

93%

9.4%

8.6%

8.7%

8.3%

8.3%

.3%

95%

NMF

105%

1.6%

82%

1 .9%

7 9 %

2.3%

76%

1.6%

81%

1.4%

BE%

2.8%

62%

3.8%

59%

4.5%

53%

4.5%

53%

4.5%

52%

Retained to Com Et

All mm to Net  Prof

4.0%

58%

BUSINESS: Connecticut Water Service, Inc. is  a nonoperating
holding company, whose income is derived from earnings of i ts
wholly-owned subsidiary companies (regulated water utilities). In
2014, 93° / of net income was derived from these activities. Pro-
vides water services to 400,000 people in 77 municipalities through-
out Connecticut and Maine. Acquired The Maine Water Company,

January, 2012; Biddeford and Saco Water, December, 2012. ln-
corporated: Connecticut. Has 265 employees. Chair-
manlpresidenVChief Executive Officer: Eric W. Thornburg. Officers
and directors own 2.3% of the common stock, BlackRock, Inc.
7.0%, (4115 proxy), Address: 93 West Main Street, Clinton, CT
06413. Telephone; (860)589-8636. Internet: www.ctwater.com.

Connecticut Water Services will be
hard-pressed to repeat last year's im-
pressive performance. Share net rose
16% in 2014, thanks mostly to an agree-
ment with regulators regarding a rebate
from the IRS. Still, we estimate that the
utility can string together two consecutive
solid years in 2015 and 2016. Margins are
improving as the company is successfully
integrating two acquisitions made in 2012.
Moreover, the Biddleford and Saco opera-
tion in Maine was recently granted a sig-
nificant rate increase. As a result, we
think Connecticut Water can still grow
earnings 4%-5% per annum over the next
two years.
Capital expenditures are scheduled to
be large in the short term. In addition,
to having to replace older pipes (like al
most every other water utility), the compo
my has agreed to supply water to two new
customers. Funds are being spent to ex-
tend the infrastructure in Connecticut to
service the town of Mansfield and the Uni-
versity of Connecticut's Storrs campus,
which is the size of a small city. Overall,
we expect the capital budget to average
over $50 million a year through 2016,

which represents a 10% increase over the
relatively large outlays made in 2014.
Starting in 2017, however, construction
should take a breather.
T h e  b a l a n c e  s h e e t  i s  s t r o n g  e n o u g h  t o
h a n d l e  t h e  i n c r e a s e d  s p e n d i n g . T h e
e q u i t y - t o - t o t a l  c a p i t a l  r a t i o  w i l l  m o s t  l i k e l y
d e c l i n e  f r o m  i t s  v e r y  h e a l t h y  l e v e l  o f  5 4 . 5 %
t o  5 2 . 5 %  b y  y e a r - e n d  2 0 1 6 ,  D e s p i t e  t h e
d i p ,  t h i s  p e r c e n t a g e  i s  h i g h  f o r  a  w a t e r
u t i l i t y .
Dividend growth prospects have im-
proved. Over the past five- and 10-year
periods, the company has only raised its
annual payout by 1.5% and 2.0%, respect
lively. This rate lagged the industry mean
by a wide margin. We expect this gap to
narrow substantially in the long term. In
deed, dividend hikes through late decade
will probably average 4.5%.
S h a r e s  o f  C o n n e c t i c u t  W a t e r  d o  n o t
h o l d  m u c h  a p p e a l  a t  t h e i r  r e c e n t
p r i c e .  D e s p i t e  h a v i n g  a  h i g h  y i e l d ,  t h e
s t o c k  i s  e x p e c t e d  t o  o n l y  p e r f o r m  i n  l i n e
w i t h  t h e  m a r k e t  a v e r a g e s  i n  t h e  y e a r
a h e a d .  P o t e n t i a l  r e t u r n s  t h r o u g h  l a t e
d e c a d e  a r e  e v e n  l e s s  a t t r a c t i v e .
J a m e s A , F l o o d A p r i l  1  Z  2 0 1 5

June, September, and December. I DIv'd rein-
vestment plan available.
(C in millions, adjusted for split.
(D Inc ludes intangibles .  In 2014: $317 mi l-

lion/$2.85 a share. Company's Financial Strength
Stock's Price stably
Price Growth Persistence
Earnings Predictability

B+
85
50
85

27. 7
20. 3

T a rg e t  P r ic e  Ra n g e
2 0 1 8 2 0 2 0

80

60
50
40

30
25
20

15

1 0

__7.5

-

(A) Diluted earnings. Next earnings report due
mid-May.  Quarler iy  earnings  do not  add in
2012 due to rounding,
(B) Dividends historically paid in mid-March,

o 2015 Value Line Publishing LLC. All r ights reserved. Factual material is cblained Iron sources believed to be reliable and is provided wisdom warranties d =*",3 kind.
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al ii may be reproduced, resold. stored 01 uansmitled in any printed. eleamnic or other form,
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2018-20 PROJECTIONS
. . Anvl'l Total

Price Gam Return
30 +30% 10%
25 +10% 4%

H' hLE,
Insider Decisions

la Buy
Options
to Sell

M J J A S O N D J
2 0 0 0 1 0 1 0 0
0 0 0 0 0 0 0 0 0
1 0 0 0 1 0 0 0 1

401014
39
37

6372

Institutional Decisions
2Q2014 302014

41 32
34 40

6463 S339

to Buy
to Sell
Hld's(0IJU

High:
Low:

21.8
18.7

23. 5
17.1

20.2
16.9

19.8
1 2 0

17.9
11.6

19.3
14.7

19.4
165

19.6
17.5

2 2 5
18.6

23. 7
19.1

23. 5
21. 6 2 0 1 9

4-Ior» 3 split 11/03
No

L E G E N D S
120 x Dividends 9 sh
divided DO pnxeres Rate
Re[aIwe race Strength

3-fo/-2 spilt 1/02

0 ms: . . .
haded area IMca/85 recession

11111 | | 1111 II II vI
l:1* - n * - I ll | | Ill I | I

I 11111 n' I ' l l  I l l" I I

719

% TOT. RETURN3/15
THIS VL AuTH.'

STOCK INDEX
8 1 7  7

34. 8 57. 2
61 .7 94. 5

1 yr
3 yr.
5 yr

Percent
shares
traded

12
8
4

ll

4,4

' l

I | z. H
Inf I ..I I l l  l l ah I

|
I

'a

ll rI

I I

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
5.35

119

.76

.60

5.39

.99

.51

.61

5.87

118

.as

.62

598

120

73

.63

5.12

115

.61

.65

6.25

1.28

.73

.66

B.44

1.33

.71

.87

6.16

1.33

.82

.68

6.50

1.49

.87

.69

6.79

1.53

.BE

70

2.33

6.95

1.32

6.98

1.25

7.11

1.59

7.39

1.87

7.60

2.54

8.02

2.18

8.25

2.31

9.52

1.55

10.05

2.12

10.03

10.00 10.11 10.17 10.36 10.4B 1136 11.58 13.17 13.25 13.40

17.6

1.00

4.4%

28.7

1.87

4.2%

24.6

1.26

3.8%

23.5

1.28

3.7%

30.0

171

3.5%

26.4

1.39

3.4%

27.4

1 46

3.5%

22.7

1.23

3.7%

21.6

1.15

3.7%

19.8

1.19

4.0%

2009
6.75

1.40

.72

.71

1.49

10.33

13.52

21.0

1.40

4.7%

91.2

10.0

34.1%

46.6%

52.1 %

267.9

376.5

5.0%

7.0/»

7.0%

2010 2011 2012 2013 2014 2015 2016 © VALUE LINE PUB. LLC 8-20

660

155

.96

.72

6.50

1.46

.84

.73

5.98

1.56

.90

.14

719

1.72

1.03

.15

7.26

1.90

1.13

.76

7.40

1.95

1.15

.77

7.70

2.00

1.20

.78

Revenues per sh

"Cash Flow" per sh

Earnings per sh A

Div'd Decl'd per sh BI

9.10

2.25

1.35

.85

1.90

11.13

1.50

11.27

1.36

11.48

1.26

11.82

1.40

12.24

1.80

12.75

2.00

13.25

Cap'lSpending persh

Book Value persh

2.00

14.30

15,57 15.70 15.82 15.96 16.12 16.25 16.25 CommonShs0uts!'g c 17.00

17.8

1.13

4.2%

21.7

1.36

4.0%

20.8

1.32

4.0%

l g ]
1.11

3.7%

19.5

1.01

3.5%

Bold Hg

Value

destin

ires are

Line

:tea

Mg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'l Div'd Yield

20.5

1.30

a. 1%

102.7

14.3

102. 1

13. 4

11044

14. 4

114.8

16.6

117. 1

18. 4

120

15.6

125

18.6

Revenues ($mill)

Net Profit($mill)

155

23.0

32.1%

5.8%

32.7%

6.1%

33.9%

34%

34.1%

1.9%

35.0%

1.0%

34.5%

1.0%

34.0%

1.5%

Income TaxRate

AFUDC VI to Net Profit

34.0%

2.5%

43.1%

55.8%

423%

56.6%

41.5%

57,4%

40.4%

58.7%

40.5%

58.8%

40.5%

58.5%

42.0%

57.5%

Long-Term Debi Ratio

Common Equity Ratio

43.5%

56.5%

310.5

405.9

5.7%

312.5

422.2

5.2%

316.5

435.2

5.4%

321.4

446.5

5.9%

335.7

485.4

6.5%

350

485

6.5%

375

505

6.0%

Total Capital ($mill)

Net Plant ($miII)

Recur on Total Cap'I

430

550

6.5%

8.1%

8.2%

7.5%

7.5%

7.B%

7.B%

8.7%

8.7%

9.3%

9.3%

9.0%

9.0%

9.0%

9.0%

Returnon Shr. Equity

Recur on Com Equity

9.5%

9.5%

CAPITAL STRUCTURE as of 12131114
Total Debt $160.9 mill. Due in 5 Yrs $49.8 mill.
LT Debt $136.0 mill. LT Interest$4.6 mill.
(LT interest earned: 6.0x)

(41% of Cap'l)

Pension Assets-12/14 $51.6 mill.
Oblong. $75.0 mill.

P f d Stock $2.4 mill. Pfd Div'd: $.2 mill.

Common Stock 15,129,050 she.
as of 2I2Bl15

MARKET CAP: $375 million (Small Cap)

2013 12/31/142012

2. 7
20.2
22. 9

6.4
24.9
12.6
43. 9

4. 8
21. 0
25. 8

6. 3
33. 8
12.6
5 2 7

3. 0
21.6
24.6

3. 8
11.1
41.1
56.0

554% 697°/ 695°/

CURRENT POSITION
($mlLL.)

Cash Assets
Other
Current  Assets
Accts Payable
Debt  Due
Other
Current  Liab.
F i x  C hg  C ov,

ANNUAL RATES
of change (per sh)
R evenues
'Cash F low"

E amings
D ividends
Book Value

Past
10 Yrs.

1 , 5v
3.0%
3. 5%
1 5  A
4. 5%

Est 'd '11- '13
to '18-'20

6.5%
5 5 %
5. 0%
2.0%
2. 5%

Past
Yrs.
1.0%
1.5%
1.5%
1.5%
3.0%

Cal-
endar

QUARTERLY REVENUES (S mill.)
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2012
2013
2014
2015
2015

27.4
29.1
29.2
30.0
31.0

32.4
31.3
32.7
33.0
35.0

27.1
27.4
28.1
29.0
30.0

23.5
27.0
27.1

28.0
29.0

110.4
114.8
117.1
120
125

(Zal-
endar

EARNINGS PER SHARE A
Mar.31 Jun. 30 Sep. 30 Dec. 31

Full
Year

2012
2013
2014
2015
2016

.11

.20

.20

.21

.22

.17

.19

.22

.20

.21

.38

.36

.42

.43
.45

.23

.28

.29
.31
.32

.90
1.03
1.13
1.15
1.20

Cal-
endar

QUARTERLY DMDENDS PAM81

Mar.31 Jun.30 SeD.30 Dec.31
Full
Year

2011
2012
2013
2014
2015

.183

.185

.1875

.19

.183

.185

.1875

.19

185
.1875

.19

.1925

.183

.185

.1875

.19

.1925

.73

.74
75
,vs

74.6

8.5

81.1

10.0

86.1

11.8

91.0

12.2

27.6% 334% 325% 33.2%

55.3%

41.3%

49.5%

47.5%

49.0%

49.6%

45.6%

51.8%

231.7

288.0

5.0%

264.0

317.1

5.1%

268.8

333.9

5.6%

259.4

366.3

5.8%

8.2%

8.6%

7.5%

7.8%

8.6%

8.7%

8.6%

8.9%

.6%

94%

1.3%

84%

1 .8%

7 9 %

2.0%

78%

4%

98%

2.1%

75%

1.0%

87%

1.4%

83%

2.4%

73%

3.0%

67%

3.0%

67%

3.0%

65%

Retained to Com Et

All Div'ds toNetProf

3.5%

63%

2014, the Middlesex System accounted for 60% of operating reve-
nues. Al 12/31/14, the company had 282 employees. Incorporated:
NJ. President, CEO, and Chairman: Dennis W. Doll Officers &
directors own 3.5% of the common stock, BIackRock Institutional
Trust Co., 6.6% (4115 proxy). Add.: 1500 Ronson Road, roselin, NJ
08830. Tel.: 732-634-1500. Internet: www.middlesexwater.oom.

BUSINESS: Middlesex Water Company engages in the ownership
and operation of regulated water utility systems in New Jersey, Del-
aware and Pennsylvania. It also operates water and wastewater
systems under contract on behalf of municipal and private clients in
NJ and DE. Its Middlesex System provides water services to 60,000
retail customers primarily in Middlesex County, New Jersey. In

Middlesex Water had a surprisingly
good 2014. For the second straight year,
the company was able to post a double
digit gain in earnings per share. This was
impressive considering that the utility is
still in recovery mode following the 2013
loss of two major customers - a Hess
refinery and the borough of Sayreville.
Bottom-line gains should moderate.
The rate relief that was granted in New
Jersey and Delaware will not have as posi-
tive an impact on profits as was the case
last year. On the positive side, an agree-
ment to distribute water at the Dover Air
Force Base (a major military installation)
should provide a consistent source of reve-
nues. Overall, we expect Middlesex's 2015
share net to barely rise, from $1.13 to
$1.15 in 2015. Next year will probably be
better, as we think per-share earnings can
increase 4%, to $1.20.
We are not expecting Middlesex to
change its remarkably consistentdivi-
dend policy through 2016. Since 2004,
the utility has raised the payout by exactly
$0.01 a share each and every year. With a
dividend growth rate of 1.5% over both the
past five and 10-year periods, the compa-

ny has lagged the industry mean by a sub-
stantial margin. When this tradition
started, the dividend to net profits per
centage was relatively high, meaning
there was little room for increases. This
figure fell to 57% in 2014, so Middlesex
appears to have the flexibility to distribute
a greater share of profits to shareholders.
The balance sheet may not be big, but
it is strong. At the end of last year, Mid-
dlesex's equity-to-total capital ratio was
close to 59%, the second highest in the in-
dustry. And, while this metric will most
likely decline as debt is added to help fund
the upgrading of the pipeline network, the
utility's finances should remain very
sound by late decade.
Middlesex stock has the highest yield
of any member in the water industry.
At 3.4%, the equity has a payout that is al-
most 80 basis points above the group aver-
age. Indeed, it is the only one that has a
yield above 3%. Basically, investors are
demanding a premium to own shares in
this company. Despite the generous cur-
rent income, the stock's potential returns
through 2018-2020 are still subpar.
James A. Flood April I Z 2015

plan available.
(C) In millions, adjusted for splits,

B++
95
40
80

Company's Financial Strength
Stock's Price Stablllty
Price Growth Persistence
Earnings Predictability

20. 5
16.5

Ta rge t  Pr ic e  Ra nge
2 0 1 8 2 0 2 0

64

48
40
32

24
20
16

12

8
-6

\ la

J

(A) Diluted earnings. May not sum due to
rounding. Next earnings report due mid~May.
(B) Dividends historically paid in mid-Feb.,
May, Aug., and November! Div'd reinvestment
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11.62

2.38

.84

.68

12.85

2.80

1.11

.69

14.01

2.97

1.18

.71

13.73

2.90

1.12

.73

15.76

4.50

2.54

.75

14.05

3.55

1.40

.so

Revenues per sh

"Cash Flow" per sh

Earnings per sh A

Div'd Decl'd perch B.

17.60

3.90

1.75

1.05

5.65

13.75

3.75

14.20

5. 67

14. 71

4.68

15.92

5.00

17.75

4.95

19.05

Cap'l Spending per sh

Book Value per sh

4.90

21.30

18.55 18.59 18.67 20.17 20.29 21.00 Common Shs0uts1'g c 23.00

29.1

1.85

2.8%

21.2

1.33

2.9%

20.4

1.30

3.0%

24.3

1.37

2.7%

110

.58

2.7%

WAS are

Line

ares

Avg Ann'I PIE Ratio

Relative PlE Ratio

Avg Ann'l Div'd Yield

22.0

1.40

2.8%

215.6

15.8

2390
209

261.5

22.3

278.9

23.5

319.7

51.8

295

29.0

Revenues ($mill)

Net Profit ($mill)

405

40.0

38. 8% 41.1% 411% 38.7%

2.0%

32.5%

1.0%

35.0%

1.0%

Income Tax Rate

AFUDC % Io Net Profit

38.0%

1.5%

53.7%

46.3%

55.6%

43,4%

550%

45.0%

51.1%

488%

51 .6%

48.4%

52.5%

47.5%

Long-Term Debt Ratio

Common Equity Ratio

53.5%

46.5%

550.7

785.5

4.3%

B07.g

7562

4.9%

610.2

831.6

5.0%

656.2

898]

5.0%

744.6

963.0

8.3%

845

1065

5.0%

Total Capital ($mill)

Net Plant ($milI)

Recur on Total Cap'l

1025

1200

5.5%

5.2%

6.2%

7.9%

7.9%

8.1%

8.1%

7.3%

7.3%

14.4%

14.4%

7.5%

7.5%

Return on Shr. Equity

Return on Com Equity

8.0%

8.0%

I
1 l l  I

2009
11.68

2.21

.81

.66

3.17

13.66

1850

28.7

1.91

2.8%

216.1

15.2

40.4%

2.0%

49.4%

50.6%

499.6

718.5

4.4%

6.0%

6.0%

ml Hr. ml
2015

14.15

3.45

1.35

J o

5.00

18.30

20.50

Bald fig

Value

destin

290

27.5

37.0%

1.0%

52.5%

47.5%

790

1010

5.0%

7.5%

7.5%

1999 2000 2001 2002 2003 2004 2005 2006
6.40

1.43

.87

.40

6.74

1.23

.58

41

7.45

1.49

.77

.43

7.97

1.55

.78

.46

8.20

1.75

.91

.49

9.14

1.89

.87

.51

9.86

2.21

1.12

.53

10.35

2.3B

1.19

.51

1.77

7.88

1.89

1.90

2.63

8.17

2.05

8.40

3.41

9.11

2. 31

10. 11

2.83

10.72

3.87

1248

18.27 18.27 18.27 18.27 18.27 18,27 18.27 1828

15.5

.88

30%

33.1

2.15

2.1%

18.5

.95

30%

173

.94

3.4%

15.4

.88

3.5%

19.6

1.04

3.0%

19.7

1.05

2.4%

23.5

1.27

2.0%

2007
11.25

230

1.04

.61

6.62

12.90

18.36

33.4

177

1.7%

206.6

19.3

394%

2.7%

47.7%

52.3%

453.2

645.5

5.7%

82%
82%

2008

12.12

2.44

1.08

.65

3]g
13.99
18.18

26.2

158

2.3%

220.3

20.2

39.5%

23%

46.0%

54.0%

470.9

684.2

5.8%

B.0%

B.0%

CAPITAL STRUCTURE as of 12131114
Total Debt $3982 mill Due in 5 Yrs $21 .2 mill.
LT Debt$384.4 mill. LT Interest $18.1 mill.
(Total interest coverage: 2.9x) (52% of Cap'l)

Leases, Uncapitalized: Annual rentals $5.5 mill.

PensionAssets-12/14$91.4 mill.
Oblig.$128.7 mill.

Pfd Stock None.

Common Stock 20,336,409 she.
as of 2113115

MARKET CAP: $525 million (Small Cap)

2013 12/31/142012

2.5
40.4
42.9

8.5
20.7
19.9
49.1

317%

2.4
65.7
68. 1
7.0

13.8
23.9
44.7

210%

2.3
37.4
39.7
12.5
23.0
23.6
59.2

268%

CURRENT POSITION
($m1LL.)

Cash Assets
Other
Current Assets
Accts Payable
Debt Due
Other
Current Limb.
Fix. Chg. Cov.

Past
Yrs.
4.0° /
4.0%

.5%
3.5%
2.5%

Past
10 Yrs.

5.5%
60%
3.5%
4.5%
5.5 /,

ANNUAL RATES
of change (per sh)
Revenues
"Cash Flow"
Earnings
Dividends
Book Value

Est'd '11 -'13
to '18-'20

4.0%
4.5%
6.5%
5.5%
5.0%

Cal-
endar

QUARTERLY REVENUES (S mill.)
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2012
2013
2014
2015
2015

82.4
85.2

125.4
09.0
90.0

65.5
74.2
70.4
73.0
74.0

62.4
67.4
69.3
72.0
74.0

51.1

501
54.6
56.0
57.0

261.5
276.9
319.7
290
295

Cal-
endar

EARNINGS PER SHARE A
Mar.31 Jun. 30 Sep. 30 Dec. 31

Full
Year

2012
2013
2014
2015

2016

.28

.37

.34

.53

.44
1.88
.53
.57

.31

.24

.28
.37
.38

.40

.40

.06

.07

.04
.as
.05

1.18
1.12
2.54
1.35
1.40

Cal-
endar

IIUARTERLY DIWDENDS PAID81

Mar.31 Jun.30 Sep.30 Dec.31
Full
Year

2011
2012
2013
2014
2015

.173

.1775

.1825

.1875

473
.1775

*1825

.1875

.173

.1775

.1825

.1875

.173

.1775

.1825

.1875

.1950

.69
.71
J s
.75

180. 1

20. 7

1892

22.2

41.6%

1.6%

40.8%

2.1%

42.6%

574%

41.8%

582%

341.2

484.8

7.6%

391.8

541.7

7.0%

10.5%

10.6%

9.7%

9.7%

5.6%

47%

5.2%

46%

3.%
57%

3.3%

59%

1.2%

80%

1.2%

80%

3.1%

61%

33%

59%

2.8%

62%

10.1%

28%

3.0%

58%

3.0%

58%

Retained to Com Eq

All Div'ds toNet Prof

3.5%

59%

Austin, Texas. The company alters nonregulated water-related
services. Also owns and operates commercial real estate invest-
ments. Has about 395 employees. Officers 8 directors (including
Nancy O. Moss) own 27.9% of outstanding shares. Chrm.: Charles
J. Toeniskoetter. Inc.: CA. Address: 110 W. Taylor Street, San
Jose,'CA 95110. Tel.: (408)279-7800. Inf: www.sjwater.com.

BUSINESS: SJW Corporation engages in the production, put
chase, storage, puriticalion, distribution, and retail sale of water. It

provides water service to approximately 229,000 connections that
serve a population of approximately one million people in the San
Jose area and 12,000 connections that serve approximately 35,000
residents in a service area in the region between San Antonio and

r e a c h  $ 1 . 3 5  i n  2 0 1 5 .  I f  2 0 1 4  h a d  b e e n  a
n o r m a l y e a r , t h e y e a r - o v e r - y e a r c o m -
p a r i s o n  w o u l d  h a v e  b e e n  f a v o r a b l e .  N e x t
y e a r ' s  p e r - s h a r e  e a r n i n g s  w i l l  p r o b a b l y
o n l y  s h o w  a  m o d e s t  $ 0 . 0 5 - a - s h a r e  i n c r e a s e
t o  $ 1 . 4 0 ,  h o w e v e r .  D u r i n g  2 0 1 5  a n d  2 0 1 6 ,
o p p o s i t e  f o r c e s  w i l l  b e  a t  w o r k  p u l l i n g  t h e
u t i l i t y ' s  p r o f i t s  i n  d i f f e r e n t  d i r e c t i o n s .  O n
t h e  p o s i t i v e  s i d e ,  S J W  w i l l  b e  e a r n i n g  a  r e -
t u r n  o n  t h e  f u n d s  s p e n t  m o d e r n i z i n g  i t s
p i p e l i n e  i n f r a s t r u c t u r e ,  C o n v e r s e l y ,  m a r -
g i n s  m a y  b e  r e s t r a i n e d  b y  t h e  s c a r c i t y  o f
s u r f a c e  w a t e r ,  w h i c h  w o u l d  f o r c e  S A W  t o
p a y  m o r e  t o  e i t h e r  e x t r a c t  m o r e  g r o u n d
w a t e r  o r  p u r c h a s e  i t  f r o m  o t h e r  s o u r c e s .
T h e  r e c e n t  d i v i d e n d  i n c r e a s e  w a s  a d e -
q u a t e .  T h o u g h  t h e  4 %  h i k e  w a s  p o s i t i v e
i n  t h a t  i t  w a s  h i g h e r  t h a n  t h e  c o m p a n y ' s
h i s t o r i c a l  g r o w t h  r a t e ,  w e  t h o u g h t  t h a t
t h e r e  w a s  r o o m  f o r  a  5 %  r a i s e .  T h i s  w o u l d
h a v e  p u t  t h e  c o m p a n y ' s  g r o w t h  r a t e  m o r e
i n  l i n e  w i t h  t h e  i n d u s t r y  n o r m .
T h e s e  s h a r e s  a r e  r a n k e d  t o  u n d e r p e r ~
f o r m  t h e  b r o a d e r  m a r k e t  a v e r a g e s  i n
t h e  y e a r  a h e a d .  M o r e o v e r ,  t o t a l  r e t u r n
p o t e n t i a l  o v e r  t h e  n e x t  t h r e e -  t o  f i v e - y e a r
p e r i o d  i s  s u b p a r ,  a s  w e l l .
J a m e s  A .  F l o o d

S J W ' s  m a i n  o p e r a t i n g  s e r v i c e  a r e a  i s
i n  t h e  m i d s t  o f  a n  h i s t o r i c  d r o u g h t .
T h e  v a s t  m a j o r i t y  o f  t h e  u t i l i t y ' s  r e v e n u e s
a r e  d e r i v e d  f r o m  i t s  w a t e r  o p e r a t i o n s  i n
t h e  t h r i v i n g  S a n  J o s e  a r e a  o f  C a l i f o r n i a .
T h e l a c k o f  r a i n a n d s n o w i n t h e
m o u n t a i n s  h a s  l e d  t o  t h e  s t a t e  p l a c i n g
s e v e r e  r e s t r i c t i o n s  o n  w a t e r  u s a g e  f o r  c o n -
s e r v a t i o n  p u r p o s e s .  T h i s  s h o u l d  r e s u l t  i n  a
s t e e p  d e c l i n e  i n  d e m a n d  f o r  w a t e r .  T o
d a t e ,  r e g u l a t o r s  h a v e  w o r k e d  w i t h  w a t e r
u t i l i t i e s u s i n g  a m e c h a n i s m k n o w  a s
" d e c o u p l i n g . ` B a s i c a l l y , t h i s p r o c e s s
d o e s n ' t  m e a n i n g f u l l y  p e n a l i z e  u t i l i t i e s  f o r
e n c o u r a g i n g  r e s i d e n t s  t o  r e d u c e  c o n s u m p -
t i o n .
S J W ' s  e a r n i n g s  h a v e  b e e n  s k e w e d .  I n
2 0 1 4 ,  t h e  c o m p a n y ' s  p r o f i t s  m o r e  t h a n
d o u b l e d  d u e  t o  a  o n e - t i m e  e v e n t .  T h e  u t i l i -
t y  r e c e i v e d  a  l a r g e  p a y m e n t  i n  t h e  t h i r d
q u a r t e r  f o r  p a s t  e x p e n s e s  t h a t  i t  w a s
f o r c e d  t o  a b s o r b .  S i n c e  t h e  f u n d s  w e r e
r e c e i v e d  a s  c o m p e n s a t i o n  f o r  n o r m a l  b u s i -
n e s s  e x p e n s e s ,  w e  d i d  n o t  c l a s s i f y  i t  a s  a
n o n r e c u r r i n g  e v e n t .
S J W ' s  b o t t o m  l i n e  s h o u l d  p o s t  d e c e n t
g a i n s  o v e r  t h e  n e x t  t w o  y e a r s .  W e
t h i n k  t h a t  t h e  c o m p a n y ' s  s h a r e  n e t c a n A p r i l  I  Z  2 0 1 5

not add due to rounding.
(B) Dividends historically paid in early March,
June, September, and December. I Diva rein-
vestment plan available

(C) In millions, adjustedlot stock splits. Company's Financial Strength
Stock's Prlce Stability
Price Growth Persistence
Earnings Predictability

B+
80
30
70

45.3
21.2

Targe\ Price Range
201a 2020

.|.

80

60
50
40

30
25
20

15

10

_755

A

(A) Diluted earnings. Excludes nonrecurring

$16.36, '08, $1.22, '10, $0.46. Next earnings
report due mid-May. Quarterly earnings may

o 2015 Value Line Publishing LLC. All r igFhls reserved. Factual mater ial is obtained lrcm sources believed 10 be reliable and is provided without warranties 01 we kind.
THE PUBLISHER Is NOT RE PONSIBLE OR ANY ERRORS OR OMISSIONS HEREIN. Tllisr lblicalion is str ic tly  lot subscr ibers own, non-ccmmerdd,  inlemai use. 0 pan I
al K may be reproduced, resold, stored or transmitted in any primed, datrunic or usher furn. or use for generating of markelirig any printed or eleamnk pubicalion, service or product.

losses '03 $1.91, '04, $3.78, '05, $1.09' '06
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YORKWATERNDQ-Y0RW 24.01RECENT
PRICE

PIE
RATI0 24.5(8:3s:ss§§;8)

RELATIVE
PIE RATIO 1.21DIV'D

YLD 2.5% V A L U E
L I N E

18.5
15.5

16.5
6.2

18.0
9.7

18.0
12.8

181
15.8

18.5
16.8

22.0
17.6

24.3
18.8

25.0
21.1TIMELINESS

2
3 Raised 3I27l15

SAFEW NeW1l19/13

TECHNICAL 2 Low€IEd 4l17I15
BETA .70 (1D0=MalkeI)

2018-20 PROJECTIONS
Ann'l Total

Return
8 %

- 1 %

Price
30
20

Gain
(.,.25%
(-15%

Hgh
Law

la Buy
Options
xo Sell

Insider Decisions
MJJASONDJ
1 0 4 2 1 4 0 0 40 0 0 0 0 0 0 0 00 1 0 0 0 0 0 0 0

Ins t itu t iona l Dec is ions
102014 M014

29 30
28 30

3503 3656

402D14
32
24

3787

lo Buy
lo Sell
Hld's(00D

High :
Low:

14.0
11.0

17.9
11.7 10

L E G E N D S
1,10 x Dividends 9 sh

nter es Rate
rice Strength

divided b
Relative

2-1011 spin 5/02
3- lor -2 splr l 9/06
Oglonsz No . .

haded ar ea iW c ar es  mc ex lm

I I I it I
| in l l l l l " l l l l l l l

.|. l l | I
1.11

~II I'
1111.111 'lIHI

'|.

% TOT. RETURN3/15
Tms VL ARITH.'

STOCK INDEX
22.2 7 7
51 .6 57. 2

103.2 94.5

1 yr.
3 yr.
5 yr.

12
8
4

Percent
shares
traded

of

°¢

l

I
I I  I I

•
I

ll h1h11 lhlshll\ 1lli11IIII ink! thy it I I I  I I II I I I I

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 © VALUE LINE PUB. LLC 18-20

205

.59

.43

.34

2.05

.57

.40

.as

2.17

.es

.47

.37

2.18

.65

.49

.39

2.58

,79

,56

.42

2.56

.77

.58

.45

2.79

.86

.57

.48

2.89

.88

.57

.49

2.95

.95

64

,51

3,07

1.07

.71

.52

3.18

1.09

1 1

.53

3.21

1.12

.72

.54

3.27

1.19

.75

.55

3.58

1.35

.89

57

3.85

1.50

.95

.60

4.00

1.55

1.00

.63

Revenues per sh

"Cash Flow" per sh

Earnings per sh A

Div'd Decl'd per sh B

4.75

1.75

1.15

.79

.75

3.79

.66

3.90

1.07

4.06

2.50

4.65

1.59

4.85

1.85

5.84

1.69

597

2.17

6.14

1.18

692

BE

7.19

.74

7.45

9 4

7.73

.76

7.98

1.10

8.15

1.10

8.15

1.20

8.65

Cap'l Spending per sh

Book Value per sh

1.15

9.60

9.46 9.55 9.63 10.33 10.40 11.20 11.27 11.37 1256 12.69 12.79 12.92 12.98 12.83 12.50 12.50 Common Shs Outsfg c 12.00

17.8

.91

4.4%

26.9

147

3.3%

245

1.40

3.2%

257

1.36

3.1%

26.3

1.40

2.9%

31.2

1.68

2.5%

30.3

1.61

2.8%

24.6

1.48

3.5%

21.9

1.46

3.6%

20.7

1.32

3.5%

23.9

1.50

3.1%

24.4

1.55

3.1%

263

1.48

2.8%

23.6

1.24

2.5%

Bald 11g

Value

destin

i res are

Line

ates

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'l DiV'd Weld

22.5

1.40

3.0%

CAPITAL STRUCTURE as of 12/31/14
Total Debt $84.8 mill. Due in 5 Yrs $30.5 mill.
LT Deb! $84.8 milL LT Interest $5.1 mill.
(Total interest coverage; 4.0x)

145v ofCap'l)
PensionAssets 12/14 $30.6 mill.

Oblig.$40.9 mill.

Pfd Stock None

Common Stock 12,837,561 she
as of 3/9/14

MARKET CAP: $300 million (Small Cap)

26.8

5.8

28.7

6.1

31.4

8.4

32.8

8.4

37.0

7.5

39.0

8.9

40.6

9.1

414

9 3

424

9.7

459

115

48.0

12.0

50.0

12.5

Revenues ($mill)

Net Profrl ($mill)

57.0

14.0

36.7% 34.4%

7.2%

36.5%

3.6%

38.1%

10.1%

378% 38.5%

1.2%

35.3%

1.1 %

375%

1.1%

37.5%

.B%

29.8%

1.3%

29.5%

1.5%

29.5%

1.5%

Income Tax Rate

AFUDC % to Net Profit

36.5%

1.0%

44.1%

55.9%

48.3%

511%

46.5%

53.5%

54.5%

45.5%

45.7%

54.3%

48.3%

51.7%

47.1%

52.9%

46.0%

54.0%

45.1%

54.9%

44.8%

55.2%

47.5%

52.5%

47.0%

53.0%

Long-Term Debt Ratio

Common Equity Ratio

48.0%

52.0%

90.3

155.3

8.4%

126.5

174.4

6.2%

125.7

191.6

6.7%

15344

211.4

5.7%

160. 1

222.0

62%

176.4

228.4

6.5%

1802

233.0

6.4%

184.8

2403

6.4%

18844

244.2

6.5%

189.4

253.2

7.4%

195

260

7.5%

205

265

7.5%

Total Capital ($miII)

Net Plant ($mIII)

Recur on Total Cap'I

220

2s0

8.0%

11.6%

11.6° /

9.3%

9.3%

95%

9.5%

9.2%

9.2%

8.6%

85%

9.8%

9.8%

9.5%

95%

9.3%

9.3%

9.3%

9.3%

11.0%

11.0%

11.5%

11.5%

11.5%

11.5%

Return on Shr. Equity

Return on Com Equity

12.0%

12.0%

3.0%

74%

2.2%

77%

1.7%

82%

1.4%

85%

1,9%

78%

2.7%

12%

2.5%

73%

2.4%

74%

2.4%

74%

4.0%

64%

4.5%

63%

4.5%

63%

Retained to Com Et

All Div'ds to Net Prof

3.5%

69%2012 2013 12/31114

1.5
4.0
5.7

11.2
1.6

7.6
3.8
3.8

15.2
1.8

4.3
5.9

417°/

4.0
6.4
1.2

11.6
1,1
.1

4.3
55

414%

6.0
7.8

417%

CURRENT POSITION
1$mlLL.)

Cash Assets
Accounts Receivable
Other
Current Assets
Accts Payable
Debt Due
Other
Current Liab.
Fix Chg. Cov.

BUSINESS: The York Water Company is the oldest investor-owned
regulated water utility in the United States. It has operated contin-
uously since 1B16. As of December 31, 2014, the company's aver-
age daily availability was 35.2 million gallons and its service terri-
tory had an estimated population of 190000. Has more than 65,100
customers. Residential customers accounted for 63V of 2014 reve-

nues, commercial and industrial (29V ), other (8%). ll also provides
sewer billing services. Incorporated: PA. York had 106 full-time em-
ployees  a t 12/31/14. PresidenVCEO: Jeffrey R. Hines. Of-
iicersldirectors own 1.1V of the common stock (4115 proxy). Ad-
dress: 130 East Market Street York, Pennsylvania 17401. Tele-
phone: (717)845-3601. Internet: www.yorkwaler.com.

wi l l  rema in  near  t h i s  l ev e l  t h rough  t he
end of the decade.
T h e  b a l a n c e  s h e e t  i s  s t r o n g  e n o u g h  t o
h a n d l e  t h e s e e x p e n s e s .  A t  t h e  e n d  o f
2 0 1 4 ,  Y o r k ' s  e q u i t y - t o - t o t a l  c a p i t a l  r a t i o
s t o o d  a t  5 5 % ,  m u c h  h i g h e r  t h a n  t h e  i n d u s -
t r y  n o r m .  A n d ,  e v e n  t h o u g h  w e  e x p e c t  t h i s
m e t r i c  t o  w e a k e n ,  w e  e s t i m a t e  t h a t  i t  w i l l
s t i l l  b e  a  h e a l t h y  5 2 %  i n  t h r e e  t o  f i v e
y e a r s .
Y o r k  s h a r e s  a r e  e x p e c t e d  t o  p e r f o r m
i n l i n e  w i t h  t h e  b r o a d e r  m a r k e t a v e r -
a g e s  i n  t h e  y e a r  a h e a d .  T r u e ,  t h e  c o m -
p a n y ' s  e a r n i n g s  o u t l o o k  i s  i m p r o v i n g  a n d
t h e  s t o c k ' s  y i e l d  i s  5 0  b a s i s  p o i n t s  h i g h e r
t h a n  t h e  t y p i c a l  s t o c k  f o l l o w e d b y  V a l u e
L i n e .  H o w e v e r ,  t h e s e  p o s i t i v e  a t t r i b u t e s
a p p e a r  t o  b e  a l r e a d y  i n c o r p o r a t e d  i n t o  t h e
p r i c e  o f  t h e  s t o c k .  I n d e e d ,  t h e  e q u i t y ' s
l o n g - t e r m  p o t e n t i a l  r e t u r n s  a r e  u n a t t r a c -
t i v e  a s  i t  i s  a l r e a d y  t r a d i n g  w e l l  w i t h i n  o u r
p r o j e c t e d  2 0 1 8 - 2 0 2 0  T a r g e t  P r i c e  R a n g e .
T h o s e  i n v e s t o r s  s e e k i n g  s a f e t y ,  c u r r e n t  i n -
c o m e ,  a n d  w e l l - d e f i n e d  e a r n i n g s ,  a s  w e l l
a s  g o o d  d i v i d e n d  g r o w t h ,  c a n  p r o b a b l y  f i n d
a  b e t t e r  s e l e c t i o n  i n  t h e  w a t e r  u t i l i t y  i n -
d u s t r y .
J a m e s  A .  F l o o d

Y o r k  W a t e r  h a d  a  s t r o n g  f i n i s h  i n
2 0 1 4 . S h a r e  e a r n i n g s  c a m e  i n  a t  $ 0 . 2 8 ,
$ 0 . 0 4  a b o v e  o u r  f o u r t h - q u a r t e r  e s t i m a t e ,
w h i c h  w a s  a c t u a l l y  a  f e w  c e n t s  h i g h e r
t h a n  t h e  W a l l  S t r e e t  c o n s e n s u s .  F o r  t h e
f u l l  y e a r ,  t h e  c o m p a n y  w a s  a b l e  t o  p o s t  a
r o b u s t  1 9 %  y e a r - o v e r - y e a r  i n c r e a s e  i n  t h e
b o t t o m  l i n e .
E a r n i n g s  g r o w t h  s h o u l d  m o d e r a t e ,
b u t  r e m a i n s o l i d .  T h e  D e c e m b e r  i n t e r -
i m ' s  g a i n s  w e r e  d u e  t o  a  c o m b i n a t i o n  o f  a
l o w e r  t a x  r a t e ,  b e t t e r  c o s t  c o n t r o l s ,  a n d
h i g h e r  t a r i f f s  b e i n g  i n  e f f e c t .  A l t h o u g h  t h e
r a t e  r e l i e f  w i l l  n o t  h a v e  a s  l a r g e  a n  i m p a c t
o n  p r o f i t s  g o i n g  f o r w a r d ,  w e  s t i l l  e x p e c t
Y o r k  t o  b e n e f i t  f r o m  a  r e d u c e d  t a x  b u r d e n
a n d  a s u c c e s s f u l  c o s t - c o n t a i n m e n t  p r o -
g r a m .  A l l  t o l d ,  w e  e x p e c t  e a r n i n g s  p e r
s h a r e  t o  r i s e  7 %  t h i s  y e a r ,  t o  $ 0 . 9 5 ,  a n d  i n -
c r e a s e  b y  a  n i c k e l  i n  2 0 1 6 ,  t o  $ 1 . 0 0 .
C a p i t a l  s p e n d i n g  h a s  p i c k e d  u p . A s  i s
t h e  c a s e  w i t h  a l m o s t  a l l  o f  i t s  p e e r s ,  t h e
c o m p a n y  i s  i n  t h e  p r o c e s s  o f  r e p a i r i n g  a n d
m o d e r n i z i n g a n a g i n g p i p e l i n e a n d
w a s t e w a t e r  i n f r a s t r u c t u r e .  L a s t  y e a r ,  c o n -
s t r u c t i o n  e x p e n d i t u r e s  r o s e  a  h e f t y  4 0 %
a s  m a n a g e m e n t  t a r g e t e d  m o r e  f u n d s  f o r
t h i s  p u r p o s e .  W e  b e l i e v e  t h a t  t h e  b u d g e t A p r i l  1 7 .  2 0 1 5

Past
5 Yrs.

3.0%
6.5%
5.0%
2.5%
5.0%

ANNUAL RATES
of change (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Pas!
1DYrs.

4.5%
6.5%
5.5%
4.5%
7.0%

Est'd '11 -'13
to '18-'20

5.5%
6.5%
6.5%
5.0%
3.0%

Cal-
endar

auAmERLv REVENUES (S mill.)
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2012
2013
2014
2015
2016

11.0
10.9
12.0
12.5
13.0

9.6
10.1
10.6
11.0
11.5

10.4
10.7
11.5
12.5
13.0

10.4
10.7
11.8
12.0
12.5

41.4
42.4
45.9
4a.c
50.c

Cal-
endar

EARNINGS PER SHARE A
Mar.31 Jun. 30 Sep. 30 Dec. 31

Full
Year

2012
2013
2014
2015
2016

.18

.21

.be

.25

.26

.22

.19

.23

.26

.28

.  7
1 .
.22
.25
.26

.15

.17

.16

.19

.20

.72

.75

.89

.95
1.00

Cal-
endar

QUARTERLY DIWDENDS PAID B
Mar.31 Jun.30 SeP.30 Dec.31

Full
Year

2011
2012
2013
2014
2015

.131 .131 .131 .131
.134 .134 .134 .134
.138 .138 .138 .138
.1431 .1431 .1431 .1431
.1495 .1495

.524
.53=
.552
.572

(C) In millions, adjusted for splits. Comping's Financial Strength
Stock's rice Stability
Price Grovv\h Persistence
Earnings Predictability

B+
90
55

100

21.0
15.3

Target Price Range
2018 2020

64

48
40
32

24
20
16

12

8
-6

In

(A) Diluted earnings. Next earnings report due
mid-May.
(B) Dividends historically paid in mid-January,
April, July, and October.

°  2015 Value Line Publi shingLLC. All r ights reserved.  Fac tual mater ial is obtained f rom sources believed to be reliable and is provided wi thout warranties d H13 kind.
THE PUBLISHER iS NOT RE PONSIBLE FOR ANV ERRORS OR OMISSIONS HEREIN. ' noncommerc ial,  intend use. 0  pan  |
al it may be reproduced. resold, stored or transmitted in any printed. dectrunic or other farm, or used for generating or marketing any primed or electronic pubicalion. service or product.

This publication is sic ily lot subscriber s own,
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1. INTRODUCTION.

Q. PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive, Phoenix,

Arizona 85029.

Q- ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS CASE?

I am testifying on behalf of the applicant, Sahuarita Water Company, LLC. ("SWC" or the

"Colnpany").

Q- ARE YOU THE SAME THOMAS J.  BOURASSA THAT FILED DIRECT

TESTIMONY IN THIS DOCKET?

Yes, my Direct Testimony was presented in two volumes. My background information

and qualifications are set forth in the rate base and revenue requirement volume of my

Direct Testimony.

Q. YOU ALSO PREPARE REBUTTAL TESTIMONY ON THOSE ISSUES IN

THIS DOCKET?

DID

1

2

3

4 A.

5

6

7

8 A.

9

10

11

12

13 A.

14

15

16

17

18

19 A.

20

21

22

23

24

25

26

27

Yes, my Rebuttal Testimony on rate base, income statement, revenue requirement and rate

design is being filed in a separate volume at the same time as this testimony. In this

volume, I present my cost of capital Rebuttal Testimony. Also attached are two exhibits,

which are discussed below.

1
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1 11.

2

SUMMARY _OF REBUTTAL TESTIMONY AND THE PROPOSED COST OF

CAPITAL FOR THE COMPANY.

3

4 A. Summary_gf Company's Reb4;t_aLRecommendation.

5

6

7

8

9

10

11

12

Q. WHAT IS YOUR RECOMMENDED COST OF CAPITAL?

13

14

15

16

I recommend a return on equity (ROE") of 10.5 percent, the same as my recommendation

in the Company's initial filing. My recommendation of 10.5 percent is above the mid-

point of the range of my discounted cash flow (DCF), Risk Premium, and capital asset

pricing model (CAPM) analyses of 10.0 percent for the publicly traded water utilities

("water proxy group"). My recommendation of 10.5 percent is also below the mid-point of

the range of estimates for SWC of 1 l.l percent - taking into account a downward financial

risk adj vestment of 40 basis points, and recognizing the Company's lower financial risk

compared to the water proxy group, but also recognizing the higher risk in SWC compared

to the water proxy group through an upward risk adjustment for SWC of 150 basis points.'

I also recommend a capital structure consisting of 20.57 percent debt and 79.43 percent

equity and a cost of debt of 4.2 percent. Based on these recommendations, the weighted

average cost of capital ("WACC") is 9.2 percent.2 Therefore, I recommend a return of at

least 9.2 percent be applied to SWC's fair value rate base ("FVRB").

Q. HAVE YOU UPDATED YOUR COST OF CAPITAL ANALYSIS?

17

18

19

20

21

22

23

24

25

26

27

Yes, the results of my updated analysis for the water proxy group are somewhat lower than

those in my Direct Testimony. The range of my rebuttal DCF, Risk Premium, and CAPM

analyses for the water proxy group is from 9.6 percent to 10.4 percent with a mid-point of

1 See Rebuttal COC Schedule D-4;l.
2 See Rebuttal COC Schedule D-l .

A.

A.
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1

2

3

4

5

6

7

8

9

10

11

12

13

10.0 percent.3 This compares to my direct filing where the range was from 9.8 percent to

10.4 percent with midpoint estimate of 10.1 percent.4

The results of my updated analysis for SWC are higher than those in my direct

testimony. The range of my rebuttal DCF, Risk Premium, and CAPM analyses for SWC is

10.7 percent to 11.5 percent with a mid-point of 11 .1 percent.5 My direct DCF, DCF, Risk

Premium, and CAPM analyses for SWC showed the indicated cost of equity in the range

of 10.4 percent to 11.0 percent with a midpoint of 10.7 Percent.6

After considering the differences in business and financial risk between SWC and

the publicly traded water utilities, the cost of equity for SWC falls in the range of 10.7

percent to 11.5 percent with a mid-point of 11.1 percent. However, despite a somewhat

higher indicated cost of equity for SWC, I continue to recommend a ROE of 10.5 percent

for SWC, which is the same as I proposed in my Direct Testimony, to avoid creating

additional issues in this case.

14

15 Q. WHAT CHANGE HAVE YOU MADE TO YOUR RECOMMEND RISK

16 PREMIUM FOR SWC?

17

18

19

20

Instead of recommending a 100 basis point premium to reflect the additional risks of an

investment in SWC compared to the water proxy group, I now recommend 150 basis

points which is at the mid-point of my risk premium estimates based upon my risk study.

My risk study was shown in my direct Exhibit TJB-COC-DT-2. I provide an updated risk

study in rebuttal Exhibit TJB-COC-RT-2 .21

22

23 Q. WHY HAVE YOU CHANGED YOUR RISK PREMIUM RECOMMENDATION?

24

25

In my direct analysis, I was overly conservative by recommending a risk premium that was

100 basis points below the indicated risk premium from my study, which indicated a 140

26

27

3 See Rebuttal COC Schedule D-4. 1 .
4 See Direct COC Schedule D-4. l .
5 See Rebuttal coo Schedule D-4. 1 .
6 See Direct COC Schedule D-4.l .

A.

A.
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1

2

3

to 160 basis point risk premium. I no longer believe that the risk premium should be only

100 basis points given the now indisputably unique nature of regulation in Arizona relative

to the other states in which the sample companies operate, and the risks such regulation

4 brings.

5

6 Q- WHAT DO YOU MEAN BY THE "NOW" INDISPUTABLY UNIQUE NATURE

7 OF ARIZONA REGULATION?

8

9

10

11

12

13

14

On or about August 18, 2015, the Arizona court of appeals issued its decision inRUCO v.

Arizona Corporation Commission ("SIB Decision"). In the SIB Decision, the court

declared the recently approved SIB mechanisms to be contrary to Arizona law.7 The court

further concluded that a fair value finding cannot be made without considering all of the

other elements of ratemaking like revenues and expenses.8 The coult's written opinion

repeatedly recognizes the unique nature of Arizona's legal framework for utility regulation,

and makes it clear that notwithstanding the demands of the public interest, the law trumps

15 all. As the court put it: \

16

17

18

19

20

We recognize the Colnmission's legitimate desire to "initiate
innovative procedures in an attempt to deal promptly and equitably
with increasingly complex regulatory matters," and its
corresponding goal of avoiding "a constant series of extended rate
hearings [that] are not necessary to protect the public interest."
(Citation omitted). But the question before us is not whether the
SIB mechanism represents prudent public policy. Our focus is on
the propriety of that mechanism given the unique and express
provisions of our state constitution.921

22 Even our state courts recognize the unique regulatory risk utilities in Arizona face.

23

24

25

26

27
7 siB Decision at 18 111149-50.
8 SIB Decision at 14-15 W 40-42.
9 siB Decision at 17 ii 48.

A.
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1 Q.

2

BUT MR. BOURASSA, YOU ARE NOT AN ATTORNEY. How CAN YOU

OFFER YOUR OPINION ON THIS LEGAL DECISION?

3

4

5

6

7

8

9

10

11

I do not have to be an attorney to read the opinion and analyze its impact on risk. More

importantly, I have nearly 20 years of experience testifying before multiple PUCs as an

expert on ratemaking, including cost of capital analysis. In that capacity I believe I am

unquestionably qualified to evaluate the court's opinion and assess the impacts on the rate

setting process. Indeed, the court's opinion echoes what I have claimed for years, which is

that the regulatory risks Arizona utilities face are higher. Unfortunately, the court also

limits the tools available to the Commission to address regulatory risks. All of this has a

direct bearing on the analyses I conduct when trying to determine the reasonable and

appropriate cost of capital and return on equity for water utilities like SWC .

12

13 Q. DON'T ALL ARIZONA UTILITIES FACE THE SAME REGULATORY RISKS?

14

15

16

17

I don't think the Blue field and Hope comparable risk standard (discussed below), would

allow for such a narrow consideration, but that's not the point. The point is that we use a

group of sample publicly-traded utility companies to determine the returns on equity for

water and sewer companies in rates cases before the Commission. Those utilities operate

18 in other states states that do not face the limitations of Arizona's "unique" constitution.

19

20

21

22

23

24

25

Regulation along with other factors (including size, limited service territory, and smaller

customer base) impact an Arizona utility's ability to earn its authorized return and cause

greater fluctuations in earnings.'0 This is risk that investors do not ignore. Therefore, we

have to take those differences into account in determining equity returns.

Unlike Staff, I have actually quantified the relative risk differences between the

water proxy group and SWC, using commonly accepted metrics that valuation experts

would (and should) consider in determining the cost of capital. 1 1

26

27 10 See Direct Testimony of Thomas J. Bourassa ("Bourassa Dt.") at 9 and 20.
11 Bourassa Dr. at 20-23.

A.

A.
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1

2

B. Summary of the Staff Regpgnmendajions.

3

4

Q. PLEASE SUMMARIZE THE RECOMMENDATIONS OF STAFF FOR THE COST

OF EQUITY AND THE RATE OF RETURN ON FAIR VALUE RATE BASE.

5

6

7

8

9

10

11

A.

12

Staff is recommending a capital structure consisting of 20.57 percent debt and

79.43 percent equity.l2 Staff determined a cost of equity of 8.6 percent based on the

average cost of equity produced by its DCF and CAPM models but is recommending a 9.5

percent RoE.13 Staff also determined the cost of debt to be 4.2 percent.14 Based on the

foregoing capital structure, cost of equity and cost of debt, Staff recommends weighted

cost of capital ("WACC") is 8.41 percent.l5

Staff used a sample of seven publicly traded water utilities, all of which are the

same as those I used in my analysis.l6 But Staff did not consider financial risk, Finn size,

or firm-specific risks in its analysis.13

14

c. Comments on the Staff Tesgimogy and ROE Recgmmenda_tion.

Q- BEFORE ADDRESSING STAFF'S COST OF CAPITAL TESTIMONY, DO YOU

HAVE SOMEITEMS TO CORRECT FROM STAFF'S TESTIMONY?

15

16

17

18

19

20

21

22

23

24

25

26

27

Yes, I have a few "housekeeping" comments. On page 2 of Ms. Brown's testimony she

states that the Company has 16,000 customers. This is incorrect, as the Company only has

about 5,500 customers. On page 6, Staff states that it uses six publicly traded utility

companies in its proxy group and on page 16 Staff lists six companies. However, Staff

actually uses seven as shown on Schedules CSB-4, CSB-5, CSB-6, CSB-7 and CSB-9. On

page 36 of Ms. Brown's testimony, she refers to the Company as Liberty Sahuarita Sewer.

12 Direct Testimony of Crystal S. Brown ("Brown Dt.") at 5-6.
13Id at 5.
14 Id at 6.
"' 14.
16 Id See also Staff Schedule CSB-4.

6

l l
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1

2

3

4

The Company is not associated in any way with Liberty Utilities Corp. or any other entity

with the name "Liberty". Finally, on page 43 of Ms. Brown's testimony, she provides a

computation of a WACC in Table 3 of 7.69 percent which does not match her

recommendation on the same page of 8.41 percent.

5

6

7

8

9

10

Q. WITH THOSE ITEMS ADDRESSED, PLEASE DESCRIBE YOUR PRIMARY

CRITICISMS OF STAFF'S COST OF CAPITAL ANALYIS. •

Ms. Brown asserts her cost of capital analysis is more straightforward, conceptually sound,

and simpler to understand.l7 I disagree. Let's start with Staffs assertion that is models are

straightforward. I would not characterize the DCF and CAPM as straightforward or easy

to understand, after all, they have many assumptions that do not always hold true and the

process of determining reasonable inputs is not easy. One cannot simply mechanically

apply these models and accept the indicated results as Staff appears to have done here, and

has done in the past.. That said, apart from the differences in the inputs, I employ the same

basic DEF and CAPM models as does Staff. So the Company's approach is not any less

straightforward than Staff" s in that respect.

Q. DOES STAFF'S COST OF CAPITAL ANALYSIS IGNORE THE LIMITATIONS

OF THE MODELS THEY EMPLOY?

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Yes, Staffs witness Crystal Brown makes some broad assertions about the models she

uses to determine Staffs recommendations.. First, with all due respect, Ms. Brown has

not, until recently, been a cost of capital witness and, therefore, lacks the expertise and

experience to make these sweeping assertions. Second, Staff does not discuss and,

therefore, does not recognize, the limitations imposed by the assumptions underlying the

DCF and CAPM. For example, the DCF model assumes that earnings, dividends, book

17 Brown Dt. at 73 .

7

Ill I

A.
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1

2

3

4

5

6

7

8

9

10

11

value, and market price, all grow at this same rate.l8 Also, Staffs analysis gives less

weight to the best estimate of growth for the DCF.l9 Further, Staff makes no

accommodation and/or consideration of current capital market conditions to recognize that

the DCF model may, as a result, understate the true expected cost of equity at this time.20

Likewise, Staff also uses spot interest rates for its risk-free rate in its CAPM when

the cost of capital estimation in a ratemaking setting is a forward looking process. As

such, models to determine the cost of capital, like the CAPM, are prospective in nature,

which require inputs such as forecasted interest rates.21 I can go on, but in the end, the

failure to recognize and account for the limitations in the use of these complex models

undennines Ms. Brown's bold assertion that Staff" s cost of capital analysis is always

conceptually sound.

12

13 Q. DOES STAFF'S ANALYSIS PROVIDE SWC WITH A RETURN THAT IS ON PAR

14 WITH INVESTMENTS OF COMPARABLE RISK?

15

16

17

18

19

20

21

22

No, not in my professional opinion based on my experience. Indeed, Staffs approach is

only simpler in the sense that Staff ignores the necessary work and analysis required by

Hope and Blue field to provide SWC with a return that is commensurate with returns on

investments of comparable risk.22 Obviously, SWC is more risky than the large publicly

traded water utilities. A great deal of my Direct Testimony was devoted to this explaining

why this is the case." Further, I prepared a risk study to specifically quantify this risk

difference, which happens to be consistent with the empirical financial data and with

published studies.24

23

24

25

26

27

is Bourassa COC Dt. at 28.
19 Bourassa COC Dr. 'at 31 .-- 32.
20 Bourassa COC Dr. at 28-29.
21 Morin, p. 172.
22 Bourassa COC Dt. at 12 - 13.
23 Bourassa COC Dr. at 13-24, 41 .- 43.
24 See Exhibit TJB-COC-RB2 and Schedule D-4. 15.

A.
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Q. DO YOU BELIEVE STAFF'S ANALYSIS RESULTS IN A REASONABLE RANGE

OF COST OF EQUITY FOR SWC?

A. No. At the end of the day, I believe the unreasonableness of Staffs cost of equity analysis

which has a midpoint of 8.6 percent and her cost of equity recommendation of 9.5 percent

speak for themselves. An equity return of 8.6 percent as indicated by her models is not

even within the realm of reasonableness as measured by currently authorized returns and

projected equity returns, both of which are available to investors to consider and both of

which are considerably higher than Staff's cost of equity analysis and Staffs return of

equity recommendation.

Q. HOW DOES STAFF'S RECOMMENDATION COMPARE TO THE ACTUAL

AND FORECAST C0MMON EQUITY RETURNS AND CURRENTLY

AUTHORIZED RETURNS?

Value Line, a reputable publication used by the Company and Staff cost of capital witness,

publishes forecasts of returns on common equity for larger water publicly traded

companies. These water utilities are included in my sample group and Staffs sample

group. A US Utility Reports also provides the currently authorized ROE for these utilities.

The reported currently authorized returns as the projected ROEs are as follows:

Symbol
AWR
WTR
CWT

CTWS
MSEX
SJW

YORW

Currently

Authorized]
9.43%
9.79%
9.43%
9.63%
9.75%
9.43%

NM
9.6%

2014
Actual

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Company
American States Water
Aqua America
California Water
Connecticut Water
Middlesex
SJW Corp.
York Water Company
Average

12.0%
12.9%
9.1%

10.2%
9.3%

14.4%
11.0%
11.3%

Value Lines
2015 2016

Projected Projected
12.5% 12.5%
13.0% 13.5%
7.5% 9.0%

10.5% 10.0%
10.0% 10.0%
7.0% 8.0%

11.0% 12.0%
10.2% 10.7%

2018-20
Projected

14.5%
14.0%
9.5%
9.5%
9.5%
7.5%

12.0%
10.9%

1 AUS Utility Reports (January 2016)

2 Value Line Rating and Reports (January 15, 2016)

9
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1

2

3

The Staff cost of equity analysis mid~point result of 8.6 percent is well below all of the

returns listed above.25 The Staff ROE recommendation of 9.5 percent is below that of the

currently authorized returns and well below all of the actual and prob ected returns listed

4 above.

5

6 Q- WHAT CONCLUSIONS CAN BE DRAWN FROM THE RETURN DATA YOU

7 JUST PRESENTED, MR. BOURASSA?

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

For one, they are all much higher than the Staff returns produced by their models, before

any consideration of financial or other risks. For another, since we are applying a return to

a book value rate base, book equity returns have relevance. If we are to meet the

comparable earnings standards set forth inHope and Bluefeld, then a comparison to book

returns is an essential element. These utilities' rates will be in effect during approximately

the same time period as SWC's new rates. Yet, if the Staff recommendation is adopted,

SWC will be allowed to earn much less. In short, SWC will not even be given the

opportunity to earn a return commensurate with investments of comparable risk.

Something is very wrong with the results of Staff cost of capital analysis and its

recommendation. Investors would be better off investing in the publicly traded utility

companies than investing in SWC.26 In fact, an investor would be hard-pressed to invest in

SWC under Staff' s analysis. Putting aside the additional risks of investing in SWC, only

the Company's cost of capital analysis comes close to reflecting what the public traded

companies are expected to earn. At the end of the day, when all the expert and lawyer

wrangling over inputs and assumptions is done, the results should still pass the simple,

common-sense "smell test" and the Staff recommendation doesn't pass that test.

24

25

26

27

25 The Staff models produces an indicated ROE of 8.6 percent which is 100 basis points below the currently
authorized returns, 270 basis points below the actual equity returns for 2014, 210 basis points below the 2016
projected equity returns, and 230 basis points below the projected returns for 2018-2010. Even the Staff
recommended return of 9.5 percent is 180 basis points below the actual equity returns for 2014, 120 basis points
below the 2016 projected equity returns, and 140 basis points below the projected returns for 2018-2010.
26Value Line reports the total 3-year and 5-year market returns for the water proxy group are 14. l5% and 11.66%
respectively.

10
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1

2 Q-

3

MS. BROWN TESTIFIES (ON PAGES 37 AND 40) THAT YOUR FINANCIAL

RISK ADJUSTMENT AND YOUR RISK PREMIUM FOR THE COMPANY IS

4 ARBITRARY. PLEASE COMMENT.

5

6

7

8

9

10

11

12

13

Again, Ms. Brown's inexperience and lack of expertise on this aspect of ratemaking is

impacting her testimony. The financial risk adjustment I recommend is anything but

arbitrary. In fact, Staff has used the Hamada method in past cases to adjust for financial

risk, the Commission has adopted it many times on Staff" s recommendation, and never do

I recall Staff referring to the Hamada method as arbitrary.27 The Hamada method is an

accepted method for quantifying the differences in financial risk between firms with

different levels of leverage (the amount of debt in capital structure). Professor Hamada

developed his methodology from an extension of the CAPM using market values of

finns.28 Dr. Morin describes the same methodology in his textbook, New Regulatory

Finance.14

15 with regard to my risk premium adjustment, I have not only identified the risk

16 differences between SWC and the water proxy group, but quantified them as well. I did

17

18

19

20

21

22 1

not pick a number out of thin air. My recommended risk premium adjustment is supported

by facts and a detailed analysis. Knot only describe all the reasons for the risk differences,

but I also quantified the relative risks and computed a specific range of risk adjustments

that would be appropriate, based upon market data.30 In the end, the results of my detailed

risk study are entirely consistent with the numerous reasons why the SWC is more risky

and consistent with the empirical market financial data. My work hardly qualifies as

23 arbitrary.

24

25

26

27

27 See Liberty Utilities (bella Vista Water) Corp. 0'ormerly Bella Vista Water Company),et al., W-02465A-09-041 l,
W-20453A-09-0412, and W-20454A-09-0413, Liberty Litchfield Park 0"ormerly Litchfield Park Service Company),
Docket Nos, sw- 01428A-09-0103, W-01427A-09-0104, w-01427A-09-01 16, and W-01427A-09-0120
(consolidated),Liberty Rio Rico orderly Rio Rico Utilities, Ina), Docket No. WS- 02676A- 09-0257.
pa "Effects of the Firm's Capital structure on Systematic Risk of Common Stock,"Journal of Finance, Vol. 27 No. 2
(May 1972)435 - 453.
29 Morin, pp. 222 - 223 .
30 Bourassa COC Dt. at 18 - 23, 41 -43.
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2

3

4

5

6

7

8

9

10

11

12

13

Finally, the mid-point of Ms. Brown's cost of capital analysis is 8.6 percent317 but

she recommends 9.5 percent, effectively adding 90 basis points to the average results of

her results. Ms. Brown explains that she is recommending the high-end of the range of

estimates produced by her analysis to avoid a recommendation for decrease in revenues.32

But she did not take a similar approach in the recent Liberty Utilities (Black Mountain

Sewer) Corp. ("Liberty Back Mountain") rate case. .In the Liberty Black Mountain rate

case Staff was recommending a rate decrease based in part upon Ms. Brown's

recommended ROE of 8.6 percent which as the average of the results of Staff cost of

capital analysis.34 Staff did not recommend a higher ROE in that case to avoid a rate

decrease recommendation.

In my view, a risk premium is warranted for SWC in this case, but I also believe

that a risk premium was warranted in the Liberty Black Mountain case based upon the

supportable evidence, and not some arbitrary decision by Staff to avoid or not to avoid a

recommendation for a rate decrease. What if Staff surrebuttal results indicate a rate

increase rather than orate decrease is indicated using Staff" s 8.6 percent mid-point for the

ROE? Would that mean that Staff will lower its recommendation from 9.5 percent to 8.6

percent?

Q. ms. BROWN TESTIFIES (ON PAGE 3) THAT ANY RETURN ON EQUITY

FALLING IN THE RANGE OF A COST OF CAPITAL ANALYSIS COULD BE

CONSIDERED A REASONABLE RETURN ON EQUITY. DO YOU AGREE?

14

15

16

17

18

19

20

21

22

23

24

25

26

27

No. I disagree. First of all, I am not sure whose cost of capital analysis is Staff referring

to. Clearly, there are differences in the indicated costs of equity results produced by the

models each party utilized in this instant case. Even so,  just  because Staffs  CAPM

produces a certain indicated cost of equity does not mean that the result is reasonable. As I

31 See Staff Schedule CBS-3.
3" Brown Dt. at 5.
33 See Direct Testimony of Crystal S. Brown in Docket No. SW-0236lA-15-0206 at 80.
34 ld.

A.
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1 showed from the data I previously discussed on page 9, Staff' s range of results for cost of

2

3

4

5

6

7

equity is simply not reasonable.

Second, each of the methods used by the parties does not produce perfect proxies for

the cost of capital. All methods have significant limitations. Each has its own way of

estimating the cost of capital and each has its own underlying assumptions. That is why

multiple methods should be used and considerable and reasoned judgment must be made

on the inputs and their applicability under current market conditions. As Dr. Morin states:

8

9

10

Each methodology requires the exercise of considerable judgment on
the reasonableness of the assumptions underlying the methodology
and on the reasonableness of the proxies used to validate a theory.
The inability of the DCF model to account for changes in relative
market valuation, discussed below, is a vivid example of the potential
shortcomings of the DCF model when applied to a given company.
Similarly, the inability of the CAPM to account for variables that
affect security returns other than beta tarnishes its use.

No one individual method provides the necessary level of precision
for determining a fair return, but each method provides useful
evidence to facilitate the exercise fan informedjudgmenl. Reliance
on any single method or preset formula is inappropriate when dealing
with investor expectations because of possible measurement
difficulties and vagaries in individual companies' market data.

When measuring equity costs, which essentially deals with the
measurement of investor expectations, no single methodology
provides a foolproof panacea. Each methodology requires the
exercise of considerable judgment on the reasonableness of the
assumptions Lmderlying the methodology and on the reasonableness
of the proxies used to validate the theory. It follows that more than
one methodology should be employed in arriving at a judgment on
the cost of equity and that these methodologies should be applied
across a series of comparable risk companies.

In sum, Ms. Browll's is over-reliant on a mechanical application of models, and is really

basing of Staffs range of equity returns, on the results of its CAPM.36 As I have shown,

however, her results are not reasonable.

35 Morin, pp. 428-429 [emphasis added].
36 Ms. Brown testifies that the range of estimates of its models is 7.6% to 9.5% on page 42 of her testimony, which is
the range of her CAPM estimates shown on Schedule CSB-3 .
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1 Q-

2

ms. BROWN ALSO TESTIFIES (ON PAGE 38-39) THAT ANY ROE ABOVE THE

LOW-POINT OF ITS RANGE OF ESTIMATES MAKES A REASONABLE

ACKNOWLEDGMENT OF OR CONCESSION TO THE OTHER RISK FACTORS

ATTRIBUTED TO SWC. DO YOU AGREE?

3

4

5

6

7

8

9

10

11

12

13

14

15

No. First, because the cost of capital is an estimation process and we don't know whether

the low point of a range is correct or the high point of a range is correct, the mid-point (and

sometimes the median) is arguably the most "fair" estimate, unless there is a reasonable

argument to do otherwise.

Second, in my experience, Staff typically recommends the mid-point of its analyses

of its water proxy group in almost every case. Until the recent assignment of Ms. Brown

as Staff cost of capital witness, I do not recall Staff ever making the argument that it chose

the mid-point of its results because Staff was recognizing other additional risks associated

with an investment in the utility in the rate case. In fact, Staff has argued in the...past, using

portfolio theory, that investors should not be expected to receive higher returns for

Company specific risks (unique risks) and that an investment in the utility therefore has no

more risk than the water proxy group. Why is this case any different for Staff? The

answer is, it is not, or at least should not be.

Q. BUT, MR. BOURASSA, YOU ARE RECOMMENDING A SPECIFIC RISK

PREMIUM ADJUSTMENT FOR SWC. WOULDN'T STAFF'S PORTFOLIO

THEORY ARGUMENT BE JUSTIFICATIQN FOR DENYING YOUR

RECOMMENDED RISK PREMIUM ADJUSTMENT?

16

17

18

19

20

21

22

23

24

25

26

27

No. First, the risk of smaller companies is a systematic risk and not a unique risk."

Second, I bracketed the range of small company risk premiums garnered from the

empirical financial data and studies, and then specifically quantified the risk premium for

SWC from my risk study. In quantifying that risk premium, I use market portfolio data

37 Brown Dt. at 4.
38 Bourassa COC Dt. at 36.

14
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provided by Duff & Phelps as the basis for determining the additional systematic risk of

SWC due to its smaller size.39

Q. DO YOU HAVE ANY FURTHER COMMENTS ON ms. BROWN'S TESTIMONY?

Not at this time. Again, I think the Staff cost of equity analysis result of 8.6 percent, and

its ROE recommendation of 9.5 percent, clearly show how flawed Staff's cost of capital

analysis is in this rate case.

Q- WHAT ROE DO YOU RECOMMEND?

While I can support a ROE of 11.1 percent, I am recommending a ROE of no less than

10.5 percent, the same ROE as I proposed in my direct testimony.

Q. DOES THAT CONCLUDE YOUR REBUTTAL TESTIMONY ON COST OF

CAPITAL?

1

2

3

4

5 A.

6

7

8

9

10 A.

11

12

13

14

15 A .

16

17

18

19

20

21

22

23

24

25

26

27

Yes.

39 Bourassa COC Dr. at 41 - 43.
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INDUSTRY TIMELINESS: 34 (of 97)

Water Utility
RELATIVE STRENGTH (Ratio of Industry to Value Line Comp.)
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January 15, 2016 WATER UTILITY INDUSTRY 1780

condition. Of the nine firms, two have Financial
Strength ratings of an A, two a B++, and five a B+. (The
average rating for the typical Value Line stock is B+.)

With the stocks having done well, now may be a good
time to tap the equity markets. In the recent past, many
companies have relied mostly on debt, due to the pro-
longed low interest rate environment. One Feature of the
water industry is that it isn't big in terms of market
capitalization. In fact, we think that the rarity of water
stocks is probably one of the reasons they tend to trade
at a premium. For example, the market capitalization of
Con Edison alone is only modestly less than the total of
the entire water industry combined. The scarcity of
water stocks is one of the reasons its yield is 2.4%, while
the electric industry's yield is 3.8%, 140 basis points
higher.

Shares of companies in the Water Utility Indus-
try performed well since our last report. This
marks the second-straight impressive quarterly
performance.
Strong equity prices have resulted in low yields
for members of the group. Indeed, income~
oriented investors may be disappointed that the
average yield for this industry is now the same as
the median for the typical dividend-paying stock
in the Value Lineuniverse.

Each water company is involved in a substantial
building program. Most of the spending is on
replacing and modernizing existing pipelines,
valves, and wastewater facilities. These programs
should last well past late decade.

External financing will most likely continue to
be needed to fund these expenditures. Overall,
most water utilities are in decent financial health,
however. Much of this can be attributed to regula-
tors being relatively reasonable in rate cases.
There is a general understanding that underin~
vestment in the past has led to a deterioration in
the nation's water infrastructure and billions of
dollars in capital will be needed to improve the
system.

Larger firms have been buying up lots of small
municipally owned water districts that don't have
the financial wherewithal to perform the required
upgrades. Because there are significant redun-
dancies in the industry, the acquiring firms ear
usually generate better returns with the pur-
chased assets.

Despite the Federal Reserve's recent rate hike,
yields on income-generating no distressed securi-
ties of all types, remain very low, leaving income
investors with difficult choices.

Consolidation

The overwhelming majority of water districts in the
U.S. are small and run by local municipal-water dis-
tricts. Include the small micro~districts in the mix, and
the number of different water authorities rises to over
100,000. As the infrastructure ages and the EPA in~
creases the number of costly mandates, some are selling
themselves to better capitalized, more-professional
investor~owned companies. The arrangements have
proved successful in most cases because of the large
amount of redundancies that exist in this industry. The
smaller district get the Capital spending they need to
update their systems, and the buyers are able to use
their resources and expertise to improve the facilities
while generating better returns on the assets. We
wouldn't be surprised if this trend picked up in the
future.

Yields On Water Stocks Are Low Conclusion

Of the nine stocks in the industry, three are ranked to
outperform the broader market averages in the year
ahead, American States Water, American Water Works,
and The York Water Company. Since many investors in
this sector are more buy-and-hold types, they should be
aware that: none of these three issues offer attractive
long-term appeal, however.

Historically, sought out for above-average yields and
strong dividend growth prospects, water utility equities
currently do not offer any premium in the form of
current income. Since outlast report in mid-October, the
shares of the nine members of the group appreciated by
4.9%, versus 1.9% for the S&P 500 Index. We can only
speculate that the rash of uneasiness in world markets
sent investors into safe sectors of the economy, such as
the water industry. James A. Flood

Large Construction Programs

For years, insufficient funding was made to properly
maintain America's water infrastructure, leading to a
general state of disrepair. At some point, executives and
regulators realized that massive amounts of money
would have to be spent to replace aging pipes, valves,
and other equipment. Thus, over the past five to 10
years, water utilities, in cooperation with state regula-
tors, have been involved in major building projects.

External Financing Is Required

Internally generated funds are not sufficient to fund
the amount of construction now underway. Every mem-
ber of the industry has had to turn to the debt and equity
markets to raise needed capital. Fortunately, the com-
pany's balance sheets have remained in relatively solid
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12.0%

12.0%

Return on Total Cap'l

Return on Shr. Equity

Return on Com Equity

8.5%

12.5%

12.5%

CAPITAL STRUCTURE as of 9/30/14
Total Deht $317.1 mill, Due in 5 Yrs $7.6 mill.
LT Debt $310.8 mill. LT Interest $22.0 mill.
(LT interest earned: 5.7 x: total interest
coverage:5.4 x) (38% of Cap'l)
Leases, Uncapitalized:Annual rentals $2.2 mill.
Pension Assets-12/13 $127.5 mill.

Dbl lg.$152.7 mill.
Pfd Stock None.

Common Stock 38,400,038 she.
as of10131114

MARKET CAP: $1.4 billion (Mid Cap)

2012 2013 9/30/14
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of change (per sh)
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Past
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4.0%
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Past
yrs.
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8.5%
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Est'd '11-'13
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47.7%

52.3%

50.4%
49.6%

48.6%

51.4%

45.9%

53.1%

480.4

654.2

532.5

713.2

551.6

750.6

569.4
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8.5%
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9.3%

1.0%
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2.8%

67%

2.7%

67%
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3.1%

64 A

3.2%

61%

56%
47%

5.3%

49%
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45%
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47%

5.5%

59%

5.0%

56%

Retained to Com Eq
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5.5%

58%

ere in the city of Big Bear Lake and in areas of San Bernardino
County. Sold ChapalTal City Water of Arizona (6l11). Has 728 em-
ployees. Officers 8. directors own 2.9% of common stock (4112
Proxy). Chainman: Lloyd Ross. President & CEO: Robert J.
Sprowls. Inc: CA. Addr: 630 East Foothill Boulevard, San Dimas,
CA 91773. Tel: 909~394-3600. Internet: www.aswatercom.

BUSINESS: American States Water Co. operates as a holding
company. Through its principal subsidiary, Golden State Water
Company, it supplies water to more than 250,000 customers in 75
communities in 10 counties. Service areas include the greater
metropolitan areas of Los Angeles and Orange Counties. The com-
pany also provides electric utility services to nearly 23,250 custom-

r e t u r n  o n  e q u i t y .  S t a t e s  r e g u l a t e  t h e  u p -
p e r  l i m i t  a s  t o  w h a t  u t i l i t i e s  a r e  a l l o w e d  t o
e a r n  o n  t h e  c o m m o n  e q u i t y  d e d i c a t e d  t o
t h e  w a t e r  b u s i n e s s .  ( P l e a s e  n o t e  t h e  c a l -
c u l a t i o n s  o n  o u r  p a g e  c a n  v a r y  s i g n i f i c a n t -
l y  f r o m  h o w  r e g u l a t o r s  a r r i v e  a t  t h e i r
n u m b e r s . )  H e n c e ,  w e  e s t i m a t e  t h a t  A m e r -
i c a n  S t a t e s '  s h a r e  n e t  d e c l i n e d  6 %  i n  2 0 1 4 ,
t o  $ 1 . 5 0 ,  b e c a u s e  2 0 1 3 ' s  r e s u l t s  w e r e  a i d e d
b y  a  o n e - t i m e  r e c o v e r y  o f  c e r t a i n  e x p e n s e s .
I n  2 0 1 5 ,  w e  e x p e c t  e a r n i n g s  p e r  s h a r e  t o
r e c o v e r  a n d  r i s e  6 % ,  t o  $ 1 . 6 0 .
N o n r e g u l a t e d  o p e r a t i o n s  c o u l d  w e l l
b e  a  s w i n g  f a c t o r  i n  t h e  c o m p a n y ' s
e a r n i n g s .  A m e r i c a n  S t a t e s  p r o v i d e s  w a t e r
s e r v i c e s  t o  n i n e  d o m e s t i c  m i l i t a r y  b a s e s .
P r o f i t s  f r o m  t h i s  s e g m e n t  c a n  b e  u n e v e n ,
b u t  t h e y  c a r r y  h i g h e r  m a r g i n s  t h a n  t h e
r e g u l a t e d  w a t e r  b u s i n e s s .  W e  e s t i m a t e
t h a t  t h i s  e n d e a v o r  a c c o u n t s  f o r  a l m o s t
2 0 %  o f  t h e  u t i l i t y ' s  t o t a l  e a r n i n g s .  W i t h  a n
e s t i m a t e d  5 0  t o  7 0  b a s e s  e x p e c t e d  t o  p r i -
v a t i z e  t h e i r  w a t e r  o p e r a t i o n s  i n  t h e  n e x t
f e w  y e a r s ,  t h e  c o m p a n y  m a y  p i c k  u p  a n -
o t h e r  1 5  t o  2 0 .  T h i s  w o u l d  m a k e  o u r  l o n g -
t e r m  e a r n i n g s  e s t i m a t e s  s o m e w h a t  c o n s e r -
v a t i v e .
J a m e s  A .  F l o o d

S h a r e s  o f  A m e r i c a n  S t a t e s  W a t e r  h a v e
s u r g e d  s i n c e  o u r  O c t o b e r  r e p o r t .  T h e
p r i c e  o f  t h e  s t o c k  h a s  i n c r e a s e d  2 1 % ,  w e l l
a b o v e  t h e  4 %  g a i n  p o s t e d  b y  t h e  m a r k e t
a v e r a g e s .  T h e  e n t i r e  w a t e r  s e c t o r  h a s  d o n e
w e l l ,  b u t  A m e r i c a n  S t a t e s '  p e r f o r m a n c e
h a s  b e e n  e s p e c i a l l y  s t r o n g .  T h i s  i s  u n u s u a l
b e c a u s e  w a t e r  u t i l i t i e s  a r e  g e n e r a l l y  c o n -
s i d e r e d  t o  b e  l o w - B e t a ,  d e f e n s i v e  e q u i t i e s .
O n e  p o s s i b i l i t y  f o r  A m e r i c a n  S t a t e s '  s t o c k
m o v e m e n t  c o u l d  b e  t h a t  i n v e s t o r s  a r e  w i l l -
i n g  t o  p a y  a  l a r g e  p r e m i u m  f o r  h i g h e r -
y i e l d i n g  s t o c k s  w i t h  g o o d  d i v i d e n d  g r o w t h
p r o s p e c t s .  A n o t h e r  i s  t h a t  t h e  c o m p a n y
r e p u r c h a s e d  m o r e  o f  i t s  o w n  s h a r e s  o n  t h e
o p e n  m a r k e t  ( a t  a  v e r y  h i g h  p r i c e )  .
T h e  a t t r a c t i v e n e s s  o f  t h e  s t o c k  h a s
b e e n  g r e a t l y  r e d u c e d .  D e s p i t e  A m e r i c a n
S t a t e s  b e i n g  o n e  o f  t h e  b e s t  r u n  w a t e r  u t i l -
i t i e s  i n  t h e  c o u n t r y ,  w i t h  v e r y  f a v o r a b l e
l o n g - t e r m  d i v i d e n d  g r o w t h  p r o s p e c t s ,  o u r
c o n c e r n  i s  w i t h  t h e  v a l u a t i o n  o f  t h e  e q u i t y .
T r u e ,  t h e s e  s h a r e s  a r e  r a n k e d  t o  p e r f o r m
i n  l i n e  w i t h  t h e  m a r k e t  i n  t h e  y e a r  a h e a d .
H o w e v e r ,  t o t a l  r e t u r n  p o t e n t i a l  t h r o u g h
2 0 1 7  2 0 1 9  i s  n o w  b e l o w  a v e r a g e .
M e a n w h i l e ,  t h e  c o m p a n y ' s  e a r n i n g s
m a y  b e  r e s t r a i n e d  b y  i t s  c u r r e n t  h i g h J a n u a r y  I N ,  2 0 1 5

add due to rounding.
(B) Dividends historically paid in early March,
June, September, and December. l Div'd rein-
vestment plan available.

(C) In millions, adjusted for splits. Company's Financial Strength
Stock's Price Stablllty
Price Growth Persistence
Earnings Predictability

A
85
65
85

17.3
12.2

Target Price Range
2017 2019

80

60
50
40

30
25
20

15

10

-7.5

mol
IIIII IIIH

(A) Primary earnings. Excludes nonrecuning
gains(Iosses): '04, 7¢; '05, 13¢, '06, 3¢, '08,
(14¢), '10, (23¢) '11, 10¢. Next earnings report
due mid February. Quarterly earnings may not
o 2015 Value Line Publishing LLC. Ni rigFhls reserved. Factual material is obtained (ram sources believed Io be reliable and is provided without warranties of any kind.
THE PUBLISHER IS NOT RE PONSIBLE OR ANY ERRORS OR OMISSIONS HEREIN. This publication is strictly for subscriber's own, non-commercial, internal use. No pan
of it may be reproduced, resold, stored or transmitted in any primed. electronic or Miter In rm. or used for generating or marketinganyprinted or electronic publication, service or product.I
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23.8
161

21.3
151

17.6
98

17.2
123

18.4
13.2

19.0
15.4

21.5
168

28.1
20.6

282
22.4

High :
Low:

13.4
g.5

14.8
11.3
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TIMEUNESS 3 lowered5/24/13

sArETte Raised 4120112

TECHNICAL 3 Raised 1M26l14

BETA .70 (100=Malket)

H'gh
Law

Price
40
30

Ann'I Total
Return
14%

7 %
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Gain
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+15%

Insider Decisions
F  M  A  M J J  A  S  o
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3  2  0  2  1  0  1  0  0
1  4 1 3  1 1  2  1  2
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Options
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102014
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Institutional Decisions
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2013 2014 2015 © VALUE USE PUB. LLC 7 - 1 9

4.32

1.82

1.16

.58

4.50

1.90

1.20

.so

4.75
2.05
1.30
.69

Revenues per sh
"Cash Flow" per sh
Earningsper sh A
Div'd Decl'd per sh Bu

5.65
2.90
1.55
.90

1.73

8.63

1.75

8.85

1.95
9.05

Cap'ISpending per sh
Book Value per sh

1.95
11.00

177.93 176.50 175.00 CommonShs0utst'g c 170.00
21.2

1.19

2.4%

20.8

1.0a

2 5 %

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'l Div'd Yield

21.5

1.35

2.6%

768.8

205.0

790

215

835
230

Revenues ($miII)
NetProfit ($miII)

960

265

10.0%

1.1%

15.0%

2.0%

28.0%

2.0%

Income Tax Rate
AFUDC % to Net Profit

28.0%

2.0%

48.9%

51.1%

51.0%

49.0%

51.0%

49.0%

Long~Term Debt Ratio

Common Equity Ratio

52.0%

48.0%

3003.5
4187.3

3200

4360

3325

4400

TotalCapital ($miII)

Net Plant ($miII)

3950

5000

8.0%

13.4%

13.4%

8.5%

13.5%

13.5%

9.0%

14.5%

14.5%

Return on Total Cap'l

Return on Shi. Equity

Return on Com Equity

8.5%

14.0%

14.0%

II I I I

I I

III Hal II
I I I

2012
4.32

1.51

.87

5 4

1.98

7.90

175.43

21.9

1.39

2.8%

757.8

153.1

39.0%

2.9%

52.7%

4 7 3 %

2929.7

3936.2

6.6%

11.0%

11.0%

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
1.67

.49

32

.20

1.93

.58

.33

.22

1.97

.61

.37

.23

2.16

.69

.41

.24

2.28

,76

.43

.26

2.38

.77

.46

.28

2.78

.87

.51

.29

3.0B

.97

.57

.32

3.23

1.01

.55

.35

3.61
1.10
.57
.38

3.71

1.14

.58

.41

. 6 5

2 . 5 7

. 72

2 .74

.93

3 0 8

.87

3.32

.98

3 4 9

1.06

4.27

1.23

4.71

1.47

5.04

1.B4

5.57

1 4 3

5.85

1.58

6.26

90 . 25 133.50 139 .78 142.47 141.49 154.31 158.97 161.21 165.41 166.75 169.21

22.5
1.17

2.9%

21.2

1.21

3.0%

18.2

1.18

3.3%

23.6

1 2 1

2.5%

23.5

1.29

2.5%

24.5

1.40

2.5%

25.1

1.33

2.3%

31.8

1.69

1.8%

34.7

1.57

1.8%

32.0

170

2.1%

24.9

1.50

2.8%

2009
3.93

1.29

62

.44

1.86

6.50

170.61

23.1

1.54

3.1%

670.5

104.4

39.4%

55.5%

44.4%

2495.5

3227.3

5.6%

9.4%

9.4%

2010
4.21

1.42

.72

47

1.89

6.81

172.46

21.1

1.34

3.1%

726.1

124.0

39 . 2%

56.6%

43.4%

2706.2

3469.3

59%
105%
10.6%

2011
4.10

1.45

BE

.50

1.90

7.21

17360

21.3

1.34

2.8%

712.0

144.8

32.9%

52.7%

47.3%

2646.8

3812.9

S.9%

11.6%

11.6%

442.0

80.0

496.8

91.2

533.5

92.0

602.5

95.0

627.0

97.9

39.4% 38.4% 39.6% 38.9% 39.7%

50.0%

500%

52.0%

480%

515%

484%

55.4%

44.6%

541%

45.9%

1497.3

2069.8

1690.4

2280.0

1904.4

2506.0

2191.4

2792.8

2306.6

2997.4

6.7%

10.7%

10.7%

6.9%

11.2%

11.2%

8.4%

10.0%

10.0%

5.9%

9.7%

9.7%

5.7%

9.3%

93%

CAPITAL STRUCTURE as of 9/30/14
Total Debt $16535 mm. Due in 5 Yrs $324.6 mill.
LT Deb! $1560.0 mill. LT Interest $70.0 mill,
(Total interest coverage: 3.9x) (49% of Cap'I)

Pension Assets-12/13 $232.4 mill.
Oblig. $281 .2 mill.

Pfd Stock None
Common Stock 176,633,848 shares
as of 10/24/14

MARKET CAPE $4.7 billion (Mid Cap)

2013 9/30/142012

5.1
95.4
11.4
59.8

171.7
65.8

123.0
78.1

266.9
388%

5.5
g2.g
11.8

150.7
260.9

55.5
125.4

93.3
274.2

413% 4.8
105.7

12.6
B4.4

207.5
48.9
93.6
92.9

235.4
389%

CURRENT POSITION
($mILL.)

Cash Assets
Receivables
Inventory (AvgCst)
Other
Current Assets
Accts Payable
Debt Due
Other
Current Liab.
Fix. Chg. Cov.

ANNUAL RATES
of c:hange (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Past
10 Yrs.

6.5%
8.0%
8.5%
7.5%
8.0%

Past
Yrs.
4.0%
8.0%

11.0%
7.0%
6.0%

Est'd '11-'13
to '17-'19

5.0%
10.5%

8. 5%
9.0%
5.5%

Cal-
endar

QUARTERLY REVENUES ms mm.)
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2011

2012

2013
2014

2015

178.3

1 9 1 ]

195.7
195.3

210

163.6

154.0

180.0
182.7

195

172.7
1875
188.6
201.5
210

197.3
214.6
204.3
210.5
220

712.0
757.8
768.6
790
835

Cal-
endar

EARNINGS PER SHARE A
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2011
2012
2013
2014
2015

.24

.29

.36

.38

.22

.24

.30

.31

.32

.18

.15

.28

.24

.27 .40

.19

.19

.24

.27

. 3 1

.83

.87
M B
1.20
1.30

Cal-
endar

QUARTERLY DNIDENDS PAID Bl
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2011
2012
2013
2014
2015

.124

.132

.14

.152

.124

.132

.14

.152

.132

.14

.152

.165

.124

.132
.152
.165

.50

.54

.pa

.63

4.6%
57%

4 9 %

56%

3.7%

63%

3.2%

67%

2.8%

70%

2.7%

72%

3.7%

65%

4.6%

60%

4.3%

61%

6.7%

50%

6,5%

53%

7.0%

53%

Retained to Com Eq
All Div'ds to Net Prof

6.0%

58%

& other, 23.9%. Officers and directors own .8% of the common
stock, Vangurad Group, 6.6%, Stale Street Capital Corp., 6.3%,
Blackcock, Inc, 6.1% (4114 Proxy). Chairman 8- Chief Executive Of-
ficer: Nicholas DeBenedictis. Incorporated: Pennsylvania. Address:
762 West Lancaster Avenue, Br/n Mawr, Pennsylvania 19010. Tei-
ephone: 610-525-1400. Internet: www.aquaamerica.com.

BUSINESS: Aqua America, Inc. is the holding company for water
and wastewater utilities that serve approximately three million resi-
dents in Pennsylvania, Ohio, North Carolina, Illinois, Texas, New
Jersey, Florida, Indiana, and five other states. Acquired
AquaSource, 7/03, Consumers Water, 4/99, and others. Water sup-
ply revenues '13: residential, 6D.3%; commercial, 15.8% industrial

rid, the utility's annual payout will likely
be hiked 9% annually, a level well above
that of its peers.
Nonregulated operations will proba-
bly be affected by declining oil prices.
Exploring for oil and gas domestically re
quires large quantities of water, which are
usually shipped to the drilling site by
trucks. This is an expensive and cumber-
some process: Aqua has simplified the pro-
cedure by extending water pipelines right
to the rigs. Energy producers are willing to
pay high fees for such a service. However,
with oil prices having declined by about
50% since last summer, energy exploration
could fall substantially if crude prices do
not recover.
Income-oriented investors will find
much to like about these shares. True,
the stock's yield is lower than the industry
average, However, buyers typically have to
sacrifice more current income to obtain a
water utility with such robust dividend
growth prospects. Indeed, the equity's cap-
ital appreciation and total return potential
through 2017-2019 are much higher than
others in the group.
James A. Flood

Aqua America should record solid
earnings in 2015. The company probably
posted decent results in 2014 as we think
earnings per share rose 3.4%, to $1.20.
This figure is much better than it appears,
as 2013 was an outstanding year and com-
parisons with it are very difficult. Fueled
by an expanding rate base (on which the
utility earns a return), we expect share net
to increase a healthy 8%, to $1.30 a share
this year.
Acquisitions will continue to remaina
key part of Aqua's strategy. The U.S.
water market consists of over 50,000
municipally-run districts many of which
are financially strapped and don't have the
required funds to upgrade their anti-
quated water infrastructure. Some are
willing to sell themselves to a well-
capitalized utility. Since there are many
redundancies in the business, Aqua is able
to integrate purchases and improve profit-
ability by reducing costs. An estimated 20
acquisitions were made last year, and we
think that will represent the low end of
Aqua's long-term merger activity.
Dividend growth prospects are excel-
lent. Over the next three- to five-year pe- January 16, 2015

June, Sept. a Dec. I Div'd. reinvestment plan

earnings report due mid February.
(B) Dividends historically paid in early March,

available (5% discount).

(C) In millions, adjusted for stock splits. A
100

60
95

Company's Financial Strength
Stock's Price seabmzy
Price Growth Persistence
Earnings Predictability

23.4
14.0

Target Price Range
2017 201 g

LEGENDS
1.60 x Dividends 1°  sh

. 3 lnteres Rate
Relallve nee Strength

64

48
40
32

divided b

5lor-4 split 12/03
4~[0[~3 split 12/05

Options: . . . I
haded area Md/cares /ecessmn I . I l l

5-[of-4 split 9/13
Yes 24

20
16

12

8
-6

-

III mania

(A) Diluted egg. Excl. nor rec. gains (losses):
99, (9¢); '00, 2¢; '01, 2¢. '02, 4¢. '0a, 3¢, '12,
18¢. Excl. gain from disc. operations: '12, 7¢,

o 2015 Value Line Publishing LLC. All rights reserved. Faciud material is obtained (ram sources believed to be reliable and is provided Mum warranties d my kind.
THE PUBLISHER IS NOT RE PONSIBLE OR ANY ERRORS OR OMISSIONS HEREIN intemai use. o part I
of it may be reproduced, resold, stored or transmitted in any printed, demonic or aha form, service 0l product.mms flxgu1ua:\gu'mar?a§ulga1ylli:;11;rde¢:lulicpuhltalIum
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22.5
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PIE
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TIMELINESS 3 Raised 6I20I14
SAFEW 3 Lowefed 7l27l07

TECHNICAL 2 Raised 1l16l15
BETA .70 (1.00 Market)

Price
35
25

Ann'l Total
Return
11 %

4 %

2017-19 PROJECTIONS

Gain
(+45%

(+5%
H`gh
Law

Insider Declsions
FMAMJJASO
0 0 0 0 0 0 0 0 0
0 1 0 0 0 0 1 0 0
0 0 0 1 0 0 0 0 0

(0 Buy
Oplians
toSell

392014
53
53

29552

Institutional Decisions
102014

64
58

29389

102014
57
56

30279

lo Buy
10 Sell
Hld's(I100

High:
Low:

15.7
11.8

19.0
13.0

22.9
16.4

22.7
17.1

23.3
13.8

24.1
16.7

19.8
16.9

19.4
16.7

19.3
168

23.4
18.4

26.4
20.3 2018

LEGENDS
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Yes

1:33 x Dividends sh
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2010 2012 2013 2014 2015 © VALUE LINE PUB. LLC 7-19
11.05

1.93

.91

.60

13.34

2.32

1.02

as

12.23

2.21

1.02

.64

12.50

2.40

1.10

.65

13.25
2.60
1.25
.67

Revenues per sh
"Cash Flow" per sh
Earnings perch A
Div'd Ded'd per sh Bl

16.60
3.00
1.50
.95

2.97

10.45

3.04

11.28

2.58

12.54

2.50

13.00

2.60

13.55

Cap'l Spending per sh

Book Value per sh c

3.20

16.00

41.67 41.98 47.74 48.00 48.00 Common Shs 0u\st'g D 50.00

20.3

129

3.2%

17.9

1.14

3.5%

20.1

1.13

3.1%

21.3

1.11

2.8%

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'l Div'd Yield

20.0

1.25

3.2%

460.4

37.7

560.0

42.6

584.1

4 7 3

600

52.5

635
60.0

Revenues ($mill) E
Net Profit ($mill)

830

75.0

39.5%

4.2%

37.5%

8.0%

30.3%

4.3%

27.5%

2.0%

35.0%

4.5%

Income Tax Rate

AFUDC v. to Net Profrl

37.0%

5.0%

52.4%

47.6%

478%

52.2%

41.6%

58.4%

40.5%

59.5%

40.5%

59.5%

Long-Term Debt Ratio

Common Equity Ratio

40.5%

59.5%

914.7

1294.3

908.2

1457.1

1024.9

1515.8

1050

1575

1095

1630

Total Capital ($milI)

Net Plant ($mill)

1350

1820

5.5%

8.6%

85%

6.3%

9.0%

9 0 %

6.0%

7.9%

7.9%

6.5%

8.5%

8.5%

7.0%

9.0%

9.0%

Return on Total Cap'I

Return on Shi. Equity

Return on Com Equity

7.0%

9.5%

9.5%

I I
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2 0 0 8

7.38

1.30

.73

.54

7.98

1 3 7

.77

.54

8.08

1.26

.66

.55

8.13

110

47

*56

8.67

1.32

83

.56

8,18

1.26

.61

.56

8.59

1.42

73

.51

8.72

1.52

1 4

.57

8.10

1.36

,av

.58

8.88

1.56

.75

.58

9.90

1.85

.95

.59

1.37

6 6 9

1.72

6.71

1.23

6.45

2.04

8.48

2.91

6.56

2.19

7.22

1.87

7.83

2.01

7.90

2.14

9.07

184

9.25

2.41

9 7 2

2524 25.87 30.29 3036 3038 33,86 36.73 36,78 41.31 41.33 41.45

17.8

.93

4.2%

17,8

1.01

4.0%

19.8

1.27

4.3%

27.1

1.39

4.4%

19.8

1.08

4.5%

22.1

1 2 5

4.2%

20.1

1.06

3.9%

24.9

1.33

3.1%

29.2

1.58

2.9%

26.1

1.39

3.0%

19.8

1 1 9

3.1%

2009
10.82

1.93

98

.59

2.56

1013

41.53

19.7

1.31

3.1%

4494

40.6

40.3%

7.8%

47.1%

52.9%

794.9

1198.1

6.5%

9.6%

9.6%

2011
12.00

2.07

.86

.52

2.83

10.75

41.82

2 1 3

1.34

3.4%

501.8

36.1

405%
7.6%

51.7%

48.3%

931.5

1381.1

5.5%

8.0%

8.0%

CAPITAL STRUCTURE as of 9/30/14
Total Debt $491 .1 mill. Due in 5 Yrs $89.3 mill.
LT Debt $422.8 mill. LT Interest$27.0 mill.
(LT interest earned: 3.4x, total inf. coy.: 3.2x)

(40% of Cap'l)
Pension Assets-12/13 $266.2 mill,

oblige. $383.2 mill.
Pfd Stock None

Common Stock 47,803,849 she.
as of 10/28/14

MARKET CAP: s1.z billion (mid CHP)

2012 2013 9/30/14

s os
107.8
146.6

46.8
136.3

59.7
242.8
296%

29.5
147.8
177.3

71 .g
6B.3
75.2

215.4
299%

27.5
112.0
139.5

55.1
54.7
56.8

166.6
301%

CURRENT POSITION
($MILL)

Cash Assets
Other
Current Assets
Accts Payable
Debt Due
Other
Current Liab.
Fix. Chg. Cov.

Past
10Yrs.

4.0%
6.0%
5.5%
1.0%
5.5%

ANNUAL RATES
of change (per sh)
Revenues
"Cash Flow"
Earnings
Dividends
Book Value

Est'd '11-'13
to '17-'19

5. 0%
5.5%
7.5%
7,0%
5.5%

Past
5 Yrs.
7.0%
6.5%
4.0%
1.5%
4 5 %

Cal-
endar

QUARTERLY REVENUES (5 milL)E

Mar.31 J un. 3 0  Se p. 3 0 Dec.31
Full
Year

2011

2o12

2013

2014
2015

103.0

121.5

133.7

139,9
150

131.4

143.6

154.6

158.4
160

98.1

116.8

111.4

110.5
125

189.3

178.1

184.4

191.2
200

501.8
560.0
584.1
600
635

Cal-
endar

EARNINGSPER SHARE A
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2011
2012
2013
2014
2015

.04

.12

.12

.15

.15

.03

.03

.01
d.11

.03

.29

.31

.28

.36

.32

.50

.56

.61

.70

.75

.86

1,02

1.02
1.10

1.25

Cal-
endar

QUARTERLY DWIDENDS PAID B I
Mar.31 Jun.30 SeD.30 Dec.31

Full
Year

2011
2012
2013
2014
2015

.154

.1515

.16

.1625

.154

.1575

.16

.1625

154
.1515

.16

.1625

.154

.1575

.16

.1625

.52

.63

.54

.65

315.6
26.0

320.7

27.2

334.7

2 5 5

367.1

31.2

410.3

39.8

39.6%
3.2%

42.4%

3.3%

37.4%

10.5%

39.9%

8.3%

37.7%

8.6%

48.6%
50.8k

48.3%

51.1%

43.5%

55.9%

42.9%

56.6%

415%

58.4%

565.9

800.3

568.1

862.7

B70.1

941.5

674.9

1010.2

690.4

1112.4

8.1%
8.9%
9.0%

6.3%

9.3%

9.3%

5.2%

6.8%

6.8%

5.9%

8.1%

8.1%

7.1%

9.9%

9.9%

2.1%
77%

2.1%

78%

1.0%

86%

1.8%

77%

3.8%

61%

3.8%

60%

3.0%

66%

2.3%

71%

3.4%

82%

3.4%

55%

3.5%

59%

4.5%

54%

Retained to Com Eq

All Div'ds to Net Prof

1.5%

63%

BUSINESS:California Water Service Group provides regulated and
nonregulated water service to roughly 471,900 customers in 83
communities in California, Washington, New Mexico, and Hawaii.
Main service areas: San Francisco Bay area, Sacramento Valley,
Salinas Valley, San Joaquin Valley 8- Paris of Los Angeles. Ac-
quired Rio Grande Corp, West Hawaii Utilities (9l08). Revenue

breakdown, '13: residential, 70%; business, 19%; public authorities,
5%' industrial, 5%, other 1%. '13 reported depreciation rate: 3.8%.
Has 1,131 employees. President, Chairman, and chief Executive
Officer: Peter C. Nelson. Inc.: Delaware. Address: 1720 North First
Street, San Jose, California 95112-4598. Telephone: 408-367-
8200. Internet: www.calwatergroup.com.

P r e v i o u s l y  g r a n t e d  r a t e  r e l i e f  s h o u l d
h e l p  p r o p e l  C a l i f o r n i a  W a t e r  S e r v i c e
G r o u p ' s  e a r n i n g s  f o r  t h e  n e x t  f e w
y e a r s .  ' U t i l i t i e s  i n  t h e  s t a t e  a r e  o n l y  a l -
l o w e d  t o  f i l e  a  p e t i t i o n  s e e k i n g  h i g h e r
t a r i f f s  e v e r y  t h r e e  y e a r s .  H e n c e ,  t h e  r e l a -
t i v e l y  f a v o r a b l e  d e c i s i o n  a l l o w e d  b y  C a l i
f o r m a  r e g u l a t o r s  l a s t  s u m m e r  w i l l  h a v e  a
p o s i t i v e  e f f e c t  o n  t h e  c o m p a n y ' s  b o t t o m
l i n e  t h r o u g h  2 0 1 7 .  I n  a d d i t i o n ,  a  m a j o r
p o t e n t i a l r e g u l a t o r y r i s k h a s b e e n
r e m o v e d  f o r  t h e  n e x t  s e v e r a l  y e a r s .
W e  a r e  r a i s i n g  o u r  b o t t o m - l i n e  e s -
t i m a t e s f o r  t h e  c o m p a n y ,  y e t  a g a i n .
T h i r d - q u a r t e r  e a r n i n g s  c a m e  i n  h i g h e r
t h a n  w e  e x p e c t e d ,  e v e n  t h o u g h t h e r e c e n t
r a t e  h i k e  w a s  o n l y  i n  e f f e c t  f o r  p a r t  o f  t h e
q u a r t e r ,  E x p e c t a t i o n s  f o r  t h e  y e a r - e n d i n g
p e r i o d  a r e  f a v o r a b l e ,  t o o .  A l l  t o l d ,  s h a r e
n e t  s h o u l d  p r o b a b l y  r e a c h  $ 1 . 1 0 ,  a  7 . 4 %
i n c r e a s e  o v e r  2 0 1 3 ' s  u n i n s p i r i n g  s h o w i n g .
I n  2 0 1 5 ,  w i t h  t h e  r a t e s  i n  e f f e c t  f o r  t h e
e n t i r e  y e a r ,  a  1 3 . 6 %  h i k e  i n  e a r n i n g s  p e r
s h a r e ,  t o  $ 1 2 5 ,  i s  p o s s i b l e .
D i v i d e n d  g r o w t h  s h o u l d  a c c e l e r a t e a s
w e l l . O v e r  t h e  p a s t  f i v e -  a n d  t e n - y e a r  b e
r o d s ,  C a l i f o r n i a  W a t e r ' s  a n n u a l  d i v i d e n d
p a y o u t  a v e r a g e d  a  m e a g e r  1 . 0 %,  a n d  1 . 5 %,

r e s p e c t i v e l y .  T h i s  r a t e  w a s  s i g n i f i c a n t l y
b e l o w  t h e  a v e r a g e  o f  t h e  t y p i c a l  w a t e r  u t i l -
i t y .  I n  t h e  c o m i n g  y e a r ,  w e  a r e  c o n s e r v a -
t i v e l y  e s t i m a t i n g  t h a t  t h e r e  w i l l  b e  a  $ 0 . 0 3
( 4 . 6 %) i n c r e a s e . F u r t h e r m o r e , a n n u a l
h i k e s  t h r o u g h  2 0 1 7 - 2 0 1 9  c o u l d  b e  i n  t h e
7 % r a n g e .
C a l i f o r n i a W a t e r i s n o t b e i n g
m e a n i n g f u l l y  i m p a c t e d  b y  t h e a r e a ' s
s e v e r e  d r o u g h t . S t a t e  r e g u l a t o r s  h a v e
i m p l e m e n t e d  r u l e s  s o  t h a t  W a t e r  u t i l i t i e s
w o n ' t  b e  p e n a l i z e d  f o r  a  d e c l i n e  i n  w a t e r
c o n s u m p t i o n d u e t o c o n s e r v a t i o n
m e a s u r e s .  A l s o ,  f u t u r e  d e m a n d  s h o u l d  b e
m e t  w i t h  w a t e r  f r o m  t h e  c o m p a n y ' s  o w n
w e l l s  a l o n g  w i t h  a  d e p e n d a b l e  s e c o n d a r y
s o u r c e  t h a t  s e l l s  i t s  b u l k  w a t e r .  M o r e o v e r ,
a n y  c h a n g e  i n  t h e  p r i c e  o f  w a t e r  w i l l  j u s t
b e p a s s e d  a l o n g  d i r e c t l y  t o  c o n s u m e r s .
T h e s e  s h a r e s  d o n o t  h a v e  m u c h  t o  o f -
f e r .  D e s p i t e  a  s t r o n g  b a l a n c e  s h e e t  a n d
s o l i d  d i v i d e n d  g r o w t h  p r o s p e c t s ,  t h e  r e c e n t
s t r o n g  p r i c e  s h o w i n g  b y  t h e  e q u i t y  o f  C a l i -
f o r n i a  W a t e r  h a s  g r e a t l y  r e d u c e d  i t s  n e a r -
t e r m  a t t r a c t i o n .  M o r e o v e r ,  t o t a l  r e t u r n
p o t e n t i a l  t h r o u g h  2 0 1 7 - 2 0 1 9  i s  b e l o w  a v e r -
a g e  f o r  a  s t o c k  f o l l o w e d  b y V a l u e  L i n e .
J a m e s  A .  F l o o d J a n u a r y 1 6 ,  2 0 1 5

Nov. I Div'd reinvestment plan available.
gt) Incl. intangible assets. In '13: $18.2 mill.
0.38/sh,

(D) In millions, adjusted for splits.

(E) Excludes non-reg. rev. Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Predictability

B++
95
40
90

21.1
15.6

Target Price Range
2017 2019

64

48
40
32

24
20
16

12

8
-6

HUP
mar

H I

~ I I I I I I I I I I I I I I I I I 1 l l l1 I

(A) Basic EPS. Excl. nonrecurring gain (loss):
'00, (4¢), '01, 2¢, '02, 4¢, '11, 4¢. Next earn-
ings report due mid-February. (B) Dividends
historically paid in late Feb., May, Aug., and
0 2015 Value Line publishing LLC All r' his reserved. Factual material is obtained inurn sources believed ro be reliable and is provided wilhelm warranties of an kind.
THE PUBLISHER Is NOT RE8p0n$l8LE'gF0R ANY ERRORS OR OMISSIONS HEREIN. n0n~commercial, internal use. In pan
al it may be reproduced. resold. stored or transmitted in any primed, declronic or other Lem, service or product:ems lugelun gumgkmdugany|xi:adurdedm|i:puhIndun. i



CONNECTICUTWATERNDQ-CTWS 35.18RECENT
PRICE

PIE
RATIO 18.4(8:8::s;13:3) 1.02RELATIVE

PIE RATIO

DIV'D
YLD 3.0%

VALUE
LINE

TIMELINESS 3
3

Lowered 11121114

SAFEW New 1/18/13

TECHNICAL 2 Raised 1/16/15

BETA .65 (1.00 Market)

Ann'l Total
Return
12%

3%

Price
50
35

2017-19 PROJECTIONS

Gain
4 0 %
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Law

Insider Decisions

to Buy
Options
to Sell

F M A M J  J  A  s  o
0  0  0  0  0  0  0  0  0
0  0  0  0  0  0  0  0  0
0 0  0  0  0  0  0  o  0

Institutional Decisions
1c2014 291014

44 40
27 32

4324 4304

3M014
50
34

4299

10 Buy
to Set!
HId's(0W

High :
Low:

30.4
24.0

29.8
23.8

27.7
20.3

25.6
22.4

29.0
19.3

26.4
17.3

279
200

29.1
23.3

32.8
26.2

36.4
27.8

37.5
31.0 2018

divided b Interest Rate
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8
4

Percent
shares
traded

ll

•000 %44
~ ".I

:I'll thIs I I\ I l m111 Ill Na

l . 1

II HI i III I
| I I I

2014
8.95

2.90

1.90

1.01

4.10

18.85

11.15

17.7

.92

3.0%

100

21.0

19.0%

.5%

45.5%

54.5%

ask

500

6.0%

10.0%

10.0%

1998 1999 2000 2 0 0 1 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
5.58

1.59

1.02

.78

5.87

1.55

1.03

.79

5.70

1.73

109

.79

5.93
1.78
1.13
.B0

5.77

178

1.12

.81

5.91

1.89

1.15

ea

6.04

191

1.16

.84

5.81

1.62

88

as

5.58

1.52

81

.86

7.05

1.90

1.05

.87

724
1.95
1.11
.88

6.93

1.93

1.19

90

7.65

2.04

1.13

.92

7.93

2.11

1.13

.94

9.47

264

1.53

.96

1,12

8.52

1 .42

8.61

1.43

8.92

1.86

925

1.98

1006

1.49

10.46

1.58

10.94

1.96
1152

1.95

11.60

224

11.95

2.44

12.23

3.28

12.67

3.06

13.05

2.61

13.50

2.79

20.95

6.80 7.26 7.28 7,65 7.94 7.97 8.04 817 8.27 8.38 8.46 8.57 8.68 8.76 8.85

15.5

81

4.9%

18.2

1.04

42%

18.2

1.18

40%

21.5

1.10

3.3%

24.3

1.33

3.0%

23.5

1.34

3.0%

22.9

1.21

3.1%

28.6

1.52

3.4%

29.0

1.57

3.6%

23.0

1.22

3.6%

222

1.34

316%

18.4
1.23

4.1%

20.7

1.32

3.9%

23.0

1.44

3.6%

19.4
123

32%

2013
829

2.63

1.66

,98

3.02

1792

11.04

18.4

1.03

3.2%

91.5

18.3

28.0%

2.0%

46.9%

52.9%

373.6

4713

5.9%

9.2%

9.2%

2015 ©  VALUE LINE PUB. LLC

9.25

3.10

2.00

1.05

Revenues per sh

"Cash Flow" per sh

Earnings perch A

Div'd Decl'd per sh Bl

12.50

3.40

2.15

1.20

4.85

19.80

Cap'l Spending per sh

Book Value per sh D

3.00

21.65

11.35 Common She 0uts\'g c 12.00

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'l Div'dYield

20.0

1.25

2.0%

105

22.5

Revenues ($mill)

Net Profit ($miII)

150

26.0

20.5%

2.0%

Income Tax Rate

AFUDC % to Net Profit

30,5%

2.0%

47.0%

53.0%

Long-Term Debt Ratio

Common Equity Ratio

40.0%

52.0%

425

530

6.0%

Total Capital ($miII)

Net Plant ($miII)

Recur on Total Cap'l

500

580

6.5%

10.0%

10.0%

Return on Shr. Equity

Return on Com Equity

10.0%

10.0%

CAPITAL STRUCTURE as of 9/30/14
Total Debt $175.6 mill. Due in 5 Yrs $18.6 mill.
LT Debt $173.4 mill. LT Interest$7.0 mill.
(Total interest coverage: 4.4x)

(45% of Cap'l)
Leases, Uncapitalized:Annual rentals $.1 mill.
Pension Assets $56.8 mill.

Oblig. $642 mill.

Pfd Divd NMFPfd Stock $0.8 mill

Common Stock 11,112,589 she.
as of 10131114
MARKET CAP: $400 million (Small Cap)

2012 2013 9130114

13.2
11.5
11.7
36.4
10,0
3.0
2.9

15.9
408%

18.4
12.3
16.2
46.9
10.8
4.1
7.8

22.7
375%

1.6
13.0
24.7
39.3

9.0
2.2
9.9

21 .1
375%

CURRENT POSITION
($M1LL.)

Cash Assets
Accounts Receivable
Other
Current Assets
Accts Payable
Debi Due
Other
Current Liab.
Fix. Chg. Cov.

Pas!
10 Yrs.

4.0° />
3.0%
2.5%
1.5%
5.0%

ANNUAL RATES
of change (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Past
5 Yrs.
5.0%
6.5%
8.0%
2.0%
8.0%

Est'd '11~'13
to '1'I-'19

6.5%
5.5%
7. 0%
4.0%
a,5%

Cal-
endar

QUARTERLY REVENUESIs mill.)

Mar.31 Jun.30 Sep.30 Dec.31
Full
Year

2011
2012
2013
2014
2015

16.0
18.5
19.7
20.3
22.0

17.4
21.3
22.6
27.3
28.0

15.4
19.5
21.6
23.0
23.0

20.6
24.5
27.6
29.4
32.0

69.4
83.8
91.5

100
105

Cal-
endar

EARNINGS PER SHARE A
Mar.31 Jun. 30 Sep. 30 Dec. 31

Full
Year

2011
2012
2013
2014
2015

.39

.67

.86

.76

.80

.11

.17

.17

.20

.25

.37

.47

.39

.67

.60

.26
.22

.24

.27

.35

1.13
1.53
1.68
1.90
2.00

Cal-
endar

QUARTERLY DNIDENDS PAID BI

Mar.31 Jun.30 Seo.30 Dec.31
Full
Year

2011

2012

2013

2014

2015

.233

.238

.2425

.2475

.233

.238

.2425

.2475

.238

.2425

.2475

.2575

.238

.2425

.2475

.2575

.942

.96.

.98

1.01

48.5

g.4

47.5

1.2

46.9

6.7

59.0

8.8

61.3

9.4

59.4

10.2

66.4

9.8

B9.4

9.9

83.8

13.6

22.9% 23.5% 32.4% 27.2%

1.7%

19.5% 352% 413% 32.0%

11%

42.8%

56.7%

44.9%

54.6%

444%

551%

478%

51.8%

46.9%

52.7%

50.6%

49.1%

495%

50.2%

532%

46.5%

49.0%

50.8%

155.1

245.1

7.0%

172.3

247.7

5.0%

174.1

268.1

4.9%

193.2

2B4.3

5.5%

196.5

302.3

5.9%

221.3

325.2

5.5%

22516

344.2

5.4%

254.2

362.4

4.9%

384.6

447.9

4.8%

10.6%

10.6%

7.5%

7.6%

B.9%

7,0%

8.7%

81%

9.0%

9.1%

9.3%

9.4%

8.6%

8.7%

8.3%

8.3%

7.3%

7.3%

3.1%
71%

.s%

95%

NMF

105%

1.6%

82%

1.9%
79 /,

2.3%

76%

1.6%

81%

1.4%

83%

2.8%

62%

3.8%

59%

4.5%

53%

5.0%

53%

Retained to Com Eq

All Div'ds to Net Prof

5.5%

56%

BUSINESS: Connecticut Water Service, Inc. is a non~opera!ing
holding company, whose income is derived from earnings of its
wholly-owned subsidiary companies (regulated water utilities). Its
largest subsidiary, Connecticut Water, accounted for about 85% of
the holding company's net income in 2012, and provides water
services to 400,000 people in 55 towns throughout Connecticut and

Maine. Acquired The Maine Water Co., 1112; Biddeford and Saco
Water, 12/12. Inc.: CT. Has about 260 employees. Chair-
man/President/CEO: Eric W Thornburg. Officers and directors own
2.4% of the common stock, BlackRock, inc. 73%, The Vanguard
Group, 3.8% (4/14 proxy). Address: 93 West Main Street, Clinton,
CT 06413. Telephone: (860)6698836. Internet: www.ctwater.com.

tal spending. Entering 2014's fourth
quarter, the company's equity-to-total cap-
ital ratio stood at a very healthy 55%. In-
ternally generated funds will probably not
be sufficient to cover the capital budget
over the next three- to five-year period. Is-
suance of new debt will be required and
the quality of Connecticut's balance sheet
may decline somewhat, but it still should
remain in relatively good shape.
Two future projects will increase the
company's revenues. Pipelines are being
extended to include the town of Mansfield
and the main campus of the University of
Connecticut in Storrs to expand Con
necticut Water's service area.
These shares have lost most of their
appeal. Like the rest of the sector, the
stock of Connecticut Water has out-
performed the market by a wide margin
since our October report. Hence, the equity
is now less attractive on a relative basis.
The Timelessness rank has also been
dropped a notch to 3 (Average). Moreover,
prospects to 2017-2019 are now well below
average compared to other stocks in the
ValueLine universe.
James A. Flood

Connecticut Water Service probably
finished up a successful 2014. Thanks
to a deal reached in 2013 with Connecticut
regulators, the utility agreed to lower cos
tamers' bills and delay seeking higher
rates in return for being allowed to hold on
to an IRS tax refund. In addition, Con-
necticut Water was able to cut costs by
merging the two utilities that it operates
in Maine. All told, we think that share net
probably rose a robust 14%, to $1.90.
Bottom-line gains should moderate
this year. A recent petition for higher
rates in Maine and the ongoing tax bane
fits should enable share earnings to rise
$0.10, or 5%, in 2015. If not for the diffi-
cult comparison with last year, these num-
ber would be more impressive.
Capital expenditures are expected to
rise a sizable 20% in 2015. Like most
water utilities, Connecticut Water is in the
process of upgrading an antiquated infra-
structure. We estimate that about $46 mil-
lion was spent on modernizations in 2014.
The company has announced plans to in-
crease this total to $55 million this year.
Connecticut Water's finances should
be able to handle the additional capi- January I6, 2015
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(A) Diluted earnings. Next earnings report due June, September, and December. I Div'd rein- lionl$2.87 a share.
early February. Quarterly earnings do not add vestment plan available.
in '12 due to rounding, C In millions, adjusted for split
(B) Dividends historically paid in mid-March, D Includes intangibles. In '18i: $31.7 mil-
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Return
11%
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Insider Decisions
FMAMJJASO
0 0 0 2 0 0 0 1 0
0 0 0 0 0 0 0 0 0
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Institutional Decisions
102014

37
34

6432

202014
41
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302014
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40
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to Buy
w $d1
Hld'$[0W)
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21.2
15.8

218
167

20.5
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20.2
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19.8
12.0
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2009
6.75

1.40

.72

.71

1.49

10.33

13.52

21.0

1.40

4.7%

91.2

10.0

34.1%

46.5%

52.1%

267.9

376.5

5.0%

7.0%

7.0%

I I

1998 1999 2000 2 0 0 1 2002 2003 2004 2005 2006 2007 2008
4.39

1.02

,71

.58

5 3 5

1.19

.76

so

5.39

.99

51

.61

5.87
1.18
.66
.62

5.98

1.20

.73

63

6.12

1.15

.61

.65

6.25

128

.73

as

6.44

1.33

.71

.67

6.16

1.33

82

.58

6.50

1.49

.87

.69

8.79

1.53

89

.70

2.68

6.80

2 3 3

6.95

1.32

6.98

1.25

7.11

1.59

7.39

1.87

7.60

2.54

8.02

2 1 8

8 2 6

2.31

9.52

1.66

10.05

2.12

10.03

9.82 10.00 10.11 10.17 10.36 10.48 11.36 11.58 13.17 13,25 13.40

152

.79

5.4%

17.6

1.00

4.4%

28.7

1.87

4.2%

24.6

1 2 6

3.8%

2 3 5

1.28

3.7%

30.0

1.71

3.5%

26.4

1.39

3.4%

27.4

1.46

3.5%

22.7

1.23

3.7%

21.5

1.15

3.7%

19,8

1.19

4.0%

2010 2011 2012 2013 2014 2015 © VALUE LINE PUB. LLC 7 - 1 9

6.60

1 5 5

Se

.72

6.50

146

.84

.73

6.98

1.56

.90

.74

7.19

172

1.03

.75

7.30

1.80

1.10

.76

8.00
1.90
1.15
.77

Revenues per sh
"Cash Flow" per sh
Earnings perch A
Div'd DecI'd per sh B-

10.00
2.15
1.25
.ea

1.90

11.13

1.50

11.21

1.36

11.48

1.26

11.82

1.30

12.15

2.00
12.30

Cap'l Spending per sh
Book Value per sh D

2.00
13.25

15.57 15.70 15.82 15.96 16.15 . 16.25 Common Shs0utst'g c 17.00
17.8

1.13

4.2%

21.7

1.36

4.0%

20.8

1.32

4.0%

19.7

1.11

3.7%

19.0

.99

3.6%

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'I Div'd Yield

21.0

1.30

3.3%

102.7

14.3

102.1

13,4

110.4

14.4

114.8

16.5

Na
17.5

125
18.5

Revenues ($mill)
Net Profit ($milI)

150

21.0

32.1%

5.8%

32.7%

6.1%

33.9%

3.4%

34.1%

1.9%

34.5%

1.5%

35.0%

1.5%

Income Tax Rate

AFUDC % to Net Profit

34.5%

2.0%

43.1%

55.8%

42.3%

56.6%

41.5%

57.4%

40.4%

58.7%

40.0%

59.5%

42.5%

57.0%

Long-Term Debt Ratio

Common Equity Ratio

43.5%

56.0%

310.5

405.9

5.7%

312.5

422.2

5.2%

316.5

435.2

5.4%

321.4

446.5

5.9%

330

460

6.0%

350

470

6.0%

Total Capital ($mill)

Net Plant ($miII)

Return on Total Cap'l

400

500

6.5%

8.1%

8 2 %

7.5%

7.5%

7.8%

7.8%

r 8.7%

8.7%

9.0%

9.0%

9.5%

9.5%

Recur on Shr. Equity

Recur on Com Equity

9.5%

9.5%

CAPITAL STRUCTURE as of 9130/14
Total Deb\ $165.3 mill. Due in 5 Yrs $56.4 mill.
LT Debt $129.2 mill LT Interest $4.5 mill.
(LT interest earned: S.0x)

(40% of Cap'l)

Pension Assets-12/13 $46.4 mill.
Oblong. $58.0 mill.

Pfd Stock $2.4 mill. Pfd Div'd: $.1 mill.

Common Stock 16 111,268 she.
as of 10/31/14

MARKET CAP: $350 million (Small Cap)

2013 9/30/142012

4.8
21 .0
25.8

6.3
33.8
126
52.7

3.0
21.6
24.6

3.8
11.1
41.1
56.0

554% 6g7'y

5.1
23.7
28.8

7.2
36.1
13.4
55.7

695%

CURRENT POSITION
(SMILL)

Cash Assets
Other
Current Assets
Accts Payable
Debt Due
Other
Current Limb,
Fix. Chg. Cov.

Pas!
10 Yrs.

1.5%
3.0%
3.5%
1.5 /n
4.5%

ANNUAL RATES
ofchange (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Past
Yrs.
1.0%
1.5%
1.5%
1.5%
3.0 A

Esl'd '11-'13
to '17-'19

6.5%
5.5%
5. 0%
2. 0%
2.5%

Cal-
endar

QUARTERLY REVENUES (S mill.)
Ma r . 3 1  J un . 3 0  S e p . 3 0  D e c . 3 1

Full
Year

2011
2012
2013
2014
2015

28.7
32.4
31.3

. 32.7
34.0

26.1
27.4
29.1
29.2
31.0

24.0
23.5
27.0
27.1
29.0

23.3
27.1
27.4
29.0
31.0

102.1

110.4

114_8

110
125

Cal-
endar

EARNINGS PER SHARE A
Mar.31 Jun. 30 Sep. 30 Dec. 31

Full
Year

2011
2012
2013
2014
2015

.12

.17

.19

.19

.20

.23

.23

.28

.29

. 3 1

.11

.11

.20

.20

.21

.32

.38

.36

.42

.43

.84

.90
1.03

1.10
1.15

Cal-
endar

QUARTFRLY DIVIDENDS PAIDBI
Mar.31 Jun.30 Sen.30 Dec.31

Full
Year

2011
2012
2013
2014
2015

.185

.1875

.19

.1925

.183

.185

.1815

.19

.183

.185

.1875

.19

,183

.185

.1875

.19

.73

.74

.75

.76

71.0
8.4

74.5

8.5

81.1

10.0

85.1

11.8

91.0

12.2

31.1% 27.6% 33.4% 32.5% 33.2%

5 3 8 %

42.5%

55.3%

41.3%

49.5%

4 7 5 %

49.0%

49.8%

45.6%

51.8%

214.5

262.9

5.1%

231.7

288.0

5.0%

264.0

317.1

5.1%

268.8

333.9

5 6 %

259.4

366.3

5.8%

8.5%
9.0%

8.2%

8.6%

7.5%

7.8%

8.6%

8.7%

8.6%

8.9%

.9%
90%

5 %

94%

1.3%

84%

1.8%

79%

20%
78%

,1%

98%

2.1%

75%

1.0%

87%

1.4%

83%

2.4%

73%

3.0%

69%

3.0%

67%

Retained to Com Eq

All Div'ds to Net Prof

3.0%

66%

2013, the Middlesex System accounted for 60% of operating reve-
nues. At 12/31/13, the company had 279 employees. Incorporated:
NJ. President, CEO, and Chairman: Dennis W Doll. Officers gt
directors own 3.3% of the common stock, Blah<Rock, 7.4%
Vanguard 33%. (4114 proxy). Add.: 1500 Ronson Road, roselin, NJ
08830. Tel.: 732 634-1500, Internet: www.middlesexwater.com.

BUSINESS: Middlesex Water Company engages in the ownership
and operation of regulated water utility systems in New Jersey, Del-
aware, and Pennsylvania. It also operates water and wastewater
systems under contract on behalf of municipal and private clients in
NJ and DE. its Middlesex System provides water services to 60,000
retail customers, primarily in Middlesex County, New Jersey, In

e d ,  t h i s  w a s  a  g o o d  s h o w i n g ,  c o n s i d e r i n g
t h a t  t h e  c o m p a n y  l o s t  i t s  l a r g e s t  c l i e n t  ( a
H e s s r e f i n e r y ) a n d t h e b o r o u g h o f
S a y r e v i l l e  l e s s  t h a n  t w o  y e a r s  a g o .  I n
2 0 1 5 ,  t h e  i n c r e a s e  i n  p r o f i t s  w i l l  p r o b a b l y
b e  l e s s  i m p r e s s i v e ,  a s  w e  e s t i m a t e  o n l y
c a l l s  f o r  a  4 % - 5 %  a d v a n c e  i n  s h a r e  n e t  t o
$ 1 . 1 5 .
T h e  b a l a n c e  s h e e t  m a y  b e  s m a l l  b u t  i t
i s  r e l a t i v e l y  s o l i d .  W i t h  n e t  p l a n t  j u s t  a
l i t t l e  n o r t h  o f  $ 4 5 0  m i l l i o n  a n d  t o t a l  c a p i -
t a l  o f  o n l y  a b o u t  $ 3 3 0  m i l l i o n ,  M i d d l e s e x
h a s  b e t t e r  t h a n  a v e r a g e  f i n a n c i a l  m e t r i c s
c o m p a r e d  t o  t h e  r e s t  o f  t h e  i n d u s t r y .
M o r e  a t t r a c t i v e  c a n d i d a t e s  C a n  b e
f o u n d  f o r  t h o s e  i n v e s t o r s  i n s i s t i n g  o n
b e i n g  i n v o l v e d  i n  t h e  w a t e r  u t i l i t y  i n -
d u s t r y  I f  a  w a t e r  u t i l i t y  s t o c k  m u s t  b e
s e l e c t e d ,  w e  t h i n k  t h a t  m o s t  c u r r e n t
v a l u a t i o n s  i n  t h e  g r o u p  a r e  t o o  h i g h .  M o r e -
o v e r ,  M i d d l e s e x  w o u l d  n o t  b e  o u r  r e c o m -
m e n d a t i o n .  T y p i c a l l y ,  u t i l i t i e s  w i t h  s u b p a r
d i v i d e n d  g r o w t h  p r o s p e c t s  m u s t  c o m -
p e n s a t e  b u y e r s  b y  h a v i n g  a  m u c h  h i g h e r
y i e l d .  M i d d l e s e x ' s  y i e l d  d o e s  n o t  a p p e a r  t o
b e  h i g h  e n o u g h  t o  m a k e  u p  f o r  i t s  p o o r  d i v -
i d e n d  g r o w t h  p r o s p e c t s .
J a m e s  A ,  F l o o d

M i d d l e s e x  W a t e r  C o m p a n y  h a s  a n  i n -
c r e d i b l y  c o n s i s t e n t  d i v i d e n d  p o l i c y .  I n
l a t e  O c t o b e r ,  t h e  c o m p a n y  r a i s e d  i t s  d i v i -
d e n d  b y  o n e - q u a r t e r  o f  $ 0 . 0 1 .  F o r  t h e  f u l l
y e a r ,  t h e  i n c r e a s e  w o r k s  o u t  t o  o n e  c e n t .
T h i s  m a r k s  t h e  1 2 t h  s t r a i g h t  y e a r  i n
w h i c h  t h e  u t i l i t y  h a s  r a i s e d  t h e  a n n u a l
p a y o u t  b y  $ 0 . 0 1 .
C o n s i s t e n c y  i s  n o t  a l w a y s  a  g o o d
c h a r a c t e r i s t i c  f o r  a  c o m p a n y .  T h e
l a t e s t  d i v i d e n d  h i k e  r e p r e s e n t s  a  p a l t r y
1 . 3 %  y e a r l y  h i k e ,  c o m p a r e d  t o  t h e  i n d u s t r y
a v e r a g e o f o v e r 6 % . I n d e e d , t h i s
r e p r e s e n t e d  t h e  l o w e s t  r a t e  o f  g r o w t h  o f
a n y  r e g u l a t e d  w a t e r  u t i l i t y  i n  t h e  i n d u s -
t r y .  W h a t ' s  m o r e ,  w e  d o n ' t  a n t i c i p a t e  a n y
c h a n g e  i n  M i d d l e s e x ' s  o n e  c e n t - a - y e a r  p h i -
l o s o p h y  u n t i l  2 0 1 6  o r  2 0 1 7 .
N e a r - t e r m  e a r n i n g s  p r o s p e c t s  a r e  n o t
b a d  f o r  a  w a t e r  u t i l i t y .  E v e n  t h o u g h  w e
a r e  n o t  l o o k i n g  f o r  a  g r e a t  c o m p a r i s o n  i n
t h e  f o u r t h  q u a r t e r ,  b e t t e r - t h a n - e x p e c t e d
r e s u l t s  i n  t h e  S e p t e m b e r  p e r i o d  w e r e  p r o b -
a b l y  e n o u g h  t o  e n a b l e  t h e  c o m p a n y  t o  e a r n
$ 1 . 1 0  a  s h a r e ,  a  s o l i d  7 %  i n c r e a s e  o v e r
2 0 1 3 .  M o d e s t  r a t e  i n c r e a s e s  i n  b o t h  N e w
J e r s e y  a n d  D e l a w a r e  w e r e  m o s t  l i k e l y  b e -
h i n d  m o s t  o f  t h e  g a i n s .  A l l  t h i n g s  c o n s i d e r - J a n u a r y  I 6 ,  2 0 1 5

May, Aug., and November! Div'd reinvestment
plan available.
(C) In millions, adjusted for splits.

Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Predictability

B++

95
40
B0

23.5
17.1

Target Price Range
2017 2019
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48
40
32

24
20
16

12

8
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(A) Diluted earnings. May not sum due to
rounding. Next earnings report due mid-
February.
(B) Dividends historically paid in mid-Feb.,
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Price
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Ann'l Total
Return
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2017-19 PROJECTIONS
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(+40%
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Insider Deeisions
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to Buy
Options
to Sell

302014
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4 5

10784

Institutional Deeis ions
102014 292014

3 2 4 5
3 9 4 0

1 0 9 8 0 1 0 9 8 5

to Buy
w Sell
Hld'§(0D0

High :
Low:

15.0
12.6

19.6
14.6

45.3
21.2

43.0
27.7

44

35.1
20.0

. .

30.4
18.2

28.2
21.6

26.8
20.9

26.9
22.6

30.1
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33.7
25.5
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10.8
47.8
84.0

VL Anna:
INDEX

6.9
73.7

1073

1 y r .

3 yr.

5 y r .

15
10
5

Percent
shares
traded
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2007
11.25

2 3 0

1.04

.61

6.62

12.90

1836

33.4

1.77

1.7%

206.6

19.3

39.4%

2.7%

47.7%

52.3%

453.2

645.5

5.7%

8.2%

8.2%

1998 1999 2000 2001 2002 2003 z004 2005 2006
5.58

1.26

.76

.39

6.40

1.43

87

.40

6.74

1.23

.58

41

7.45

1.49

.77

.43

7.97

1.55

.78

.46

B20

1.75

.91

.49

9.14

1 8 9

.87

*51

9.86

2.21

1.12

.53

10.35

2 3 8

1.19

.57

1.81

7.53

1.77

7.88

1.89

7.90

2.63

8.17

2.05

8.40

3.41

9.11

2.31

10.11

2.83

10.72

3.87

12.48

19.01 18.27 18.27 18.27 18.27 18.27. 18.27 18.27 18.28

13.1

.66

3.9%

15.5

.88

3.0%

33.1

2.15

2.1%

18.5

95

3.0%

17.3

.94

3.4%

15.4

.88

3 5 %

19.6

1.04

3.0%

19.7

105

2.4%

23.5

1.27

2.0%

2 0 0 8

12.12

2 4 4

1.08

.as

3.79

13.99

18.18

26.2

1.58

2.3%

220.3

20.2

39.5%

2.3%

46.0%

54.0%

470.9

6842

5.8%

8.0%

8.0%

2009 2010 2011 2012 2013 2014 2015 © VALUE LINE PUB. LLC 7 - 1 9

11.68

2 2 1

.81

.66

11.62

2.38

.84

.as

12.85

2.80

1.11

.69

14.01

2.97

1.18

.71

1373

2.90

1.12

.73

15.85

4.40

2.60

75

14.75
3.35
1.45
.79

Revenues per sh
"Cash Flow" per sh
Earnings perch A
Div'd DecI'd per sh Bl

17.15
3.85
1.70
1.00

3.17

13.66

5.85

13.75

3.75

14.20

5.67

14,71

4 6 8

15.92

4.60

17.55

5.25

18.55

Cap'l Spending per sh

Book Value per sh

5.00

20.70

18.50 18.55 18.59 18.67 20.17 20.50 21.00 Common Shs 0uts t 'g c 23.00

28.7

1.91

2.8%

291

1.85

2.8%

212
1.33

29%

20.4

1.30

3.0%

2 4 3

1.38

2.7%

10.9

.57

2.5%

Avg Ann'! PIE Ratio

Relative PIE Ratio

Avg Ann'l Div'd Yield

22.0

1.40

2.7%

2161
15.2

215.6

158

239.0

20.9

261.5

22.3

2768
23.5

325.

52.0

310

30.0

Revenues ($miII)

Net Profit ($milI)

395

39.0

40.4%

2.0%

38.8% 411% 41.1%

2.0%

38.7% 30.0%

1.0%

38.0%

1.0%

Income Tax Rate

AFUDC % to Net ProfI!

38.5%

2.0%

494%

50.6%

53.7%

46.3%

56.6%

43.4%

55.0%

45.0%

51.1%

488%

52.0%

48.0%

52.0%

47.5%

Long-Term Debt Ratio

Common Equity Ratio

53.5%

46.5%

499.6

7185

4.4%

550]
785.5
4.3%

607.9

756.2

4.9%

610.2

83113

5.0%

656.2

898.7

5.0%

750

965

8.5%

825

1010

5.0%

Total Capital ($milI)

Net Plant ($milI)

Recur on Total Cap'I

1025

1200

5.5%

6.0%

6.0%

6.2%

6.2%

7.9%

7.9%

8 1 %

8.1%

7.3%

7.3%

14.5%

14.5%

6.0%

8.0%

Return on Shr. Equity

Return on Com Equity

8.0%

8.0%

CAPITAL STRUCTURE as of 9/30/14
Total Debt $393.3 mill. Due in 5 Yrs $21.2 mill,
LT Debt $384.5 mill. LT Interest $18.1 mill.
(Total interest coverage: 2.9x) (52% of Cap I)

Leases, Uncapitalizeds Annual rentals $5.5mill.

Penslon Assets $91.4 mill.
Oblig. $128.7 mill.

Pfd Stock None.

CommonStock 20,238,134 she.
as of 10/24/14

MARKET CAP: $650 million (Small Cap)

2013 9/30/142012

2.5
40.4
42.9

8.5
20.7
19.9
49.1

317%

2.3
37.4
39.7
12.6
23.0
23.6
59.2

268%

5.6
64.9
70.5
12.3

8.8
30.7
51 .8

270%

CURRENT POSITION
(smaLL.)

Cash Assets
Other
Current Assets
Accts Payable
Debt Due
Other
Current Limb.
Fix. Chg. Cov.

Past
10 Yrs.

5.5%
6.0%
3.5%
4.5%
5.5%

ANNUAL RATES
of change (per sh)
Revenues
"Cash Flow"
Earnings
Dividends
Book Value

Past
Yrs.
4.0%
4.0%

5 %
3.5%
2.5%

Es¢'d '11-'13
to '17-'19

4.0%
5.0%
7.0%
6.0%
5.5%

Cal-
endar

QUARTERLY REVENUES (S mill.)

Ma r . 3 1  J un . 3 0  S e p . 3 0  D e c . 3 1
Full
Year

2011
2012
2013
2014
2015

52.4
62.4
67.4
74.6
80.0

73.9
82.4
85.2

125.4
95.0

59.0
65.6
74.2
70.4
75.0

43.7
51.1
50.1
54.6
60.0

239.0
261.5
278.9
325
310

Cal-
endar

EARNINGS PER SHARE A
Mar.31 Jun. 30 Sep. 30 Dec. 31

Full
Year

2011
2012
2013
2014
2015

.29

.28

.37

.34

.43

.03

.06

.07

.04

.1 0

.44

.53

M

1.88

. a s

.as
.31
.24
.34
.35

1.11
1.18
1.12
2.60
1.45

Cal-
endar

QUARTERLY DIVIDENDS PAID Bl
Mar.31 Jun.30 SeD.30 Dec.31

Full
Year

2011
2012
2013
2014
2015

.173

.1775

.1825

.1875

.173

.1775

.1825

.1875

.173

.1775

.1825

.1875

.173

.1775

.1825

.1875

.59
.71
.73
.75

165.9
16.0

180.1

20.7

189.2

22.2

42.1%
21%

416%
1.6%

40.8%

2.1%

43.7%

56.3%

42.6%

57.4%

418%
582%

328.3

456.8

6.5%

341.2

484.8

7.5%

391.8

541.7

7.0%

8.7%
8.7%

10.6%

10.6%

9.7%

9.7%

3.6%
58%

5.6%

47%

5.2%

46%

35%
57%

3.3%

59%

1 .2%

80%

1.2%

80%

3.1%

61%

3.3%

59%

2.8%

52%

10.5%

29%

3.5%

54%

Retained to Com Eq

All Div'ds to Net Prof

3.5%

59%

BUSINESS: SJW Corporation engages in the production, pur-
chase, storage, purification, distribution, and retail sale of water. It
provides water service to approximately 228,000 connections that
serve a population of approximately one million people in the San
Jose area and 11,000 connections that serve approximately 36,000
residents in a service area in the region between San Antonio and

Austin, Texas. The company offers nonregulated water-related
services, including water system operations, cash remittances, and
maintenance contract services. SJW also owns and operates com-
mercial real estate investments. Has about 379 employees. Chrm.:
Charles J. Toeniskoetler. inc.: CA. Address: 110 W. Taylor Street,
San Jose, CA 95110. Tel.: (408) 279~7800. Inf: www.sjwater.com.

court%ing
the equity since our October report

modernize waste facilities, the company
will need to spend close to $1 billion an-
nually over the next several years.
The large projected capital outlays
will only have a minor impact on the
company's balance sheet. SJW will
have to issue new debt because internally
generated funds will not cover the entire
long-term capital budget. The common
equity-to-total capital ratio will most likely
decline from the current 48% level to
about 46.5% by later in the decade. This
should leave the utility with marginally
below-average finances.
Shares of SJW do not have good near-
term prospects. Our proprietary system
has dropped the ranking of SAW one notch
to 4 (Below AVerage) for year-ahead rela-
tive performance.
Long-term prospects are not en-

either. The 18% rise in the
price 0
has reduced much of SAW's appeal. with
the stock already trading in our 2017-2019
projected Target Price Range, both total
return and capital appreciation potential
are not impressive.
James A. Flood

SJW's impressive 2014 performance
was the result of a one-time event. In
the third quarter, the utility's share net
spiked to $1.88, versus the $0.44 recorded
in the similar 2013 period. Behind this
whopping increase was SJW's recognition
of $58.2 million in revenues due the com-
pany for expenses incurred in previous
years. The delay in recovering the reve-
nues was the reason for the previous four
quarters having negative year-over-year
comparisons. We are not backing out the
profits as a nonrecurring item because
they were earned by the utility's main
business during the course of normal oper-
ations. It's just that they were recognized
all at the same time. Investors should note
that S.lW's P/E and relative P/E ratio will
be out of kilter for the next three months.
Earnings in 2015 will not be as poor as
they will probably appear. Excluding
the large one-time item taken by SAW last
year, we estimate that the utility could
have shown close to a double-digit increase
in earnings per share.
SJW is in the midst of overhauling its
outdated infrastructure. To remove and
install new pipes, as well as repair and January IN, 2015

not add due to rounding.
(B) Dividends historically paid in early March,
June, September, and December. I Div'd rein-
vestment plan available.

(C) In millions, adjusted for stock splits. Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Predictability

B+
80
30
B0

27.8
16.1

Target Price Range
2 0 1 7 2 0 1 9

80

60
50
40

30
25
20

15

10

_755

fosses
(A) Diluted earnings. Excludes nonrecurring

: '03, $1.97, '04, $3.78, '05, $1.09; '06,
$16.36, '08, $1.22, '10, 46¢. Next earnings
report due mid February. Quarterly egg. may
e 2015 Value Line PubIishin8 LLC. All rights reserved. Factual material is obtained tram sources believers to be reliable and is provided without warranties of any kind.
THE PUBLISHER IS NOT RE PONSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN.
of it may be reproduced, resold, sirred or uansmMed in any printed. decrrunrc or cure: farm. or user! fur generating or marketing any primed or electronic publcalion. service Ur product.

This publication is strictly For subscribel's own, non-commefdal, internal use. No pan
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2.05

.59

.43

m

2.05

.57

.40

as

2.17

.65

.47

.37

2.18

.65

.49

.39

2.58

.79

.56

.42

2.56

.77

.58

45

2,79

.85

.57

4B

2.89

.88

.57

49

2.95

.95

.64

.51

3.07

1.07

.71

.52

3.18

1.09

.71

.53

321

1.12

.72

.54

3.27

1.19

,75

.55

3.60

1.35

.as

*57

3.85
1.45
.95
.60

Revenues per sh
"Cash Flow" per sh
Earnings perch A
Div'd DecI'd per sh B

4.65
1.70
1.10
.75

.75

3.79

.66

3,90

1.07

4.06

2.50

4.65

1.69

4.85

1.85

5.84

1.69

5.97

2.17

5.14

1.18

6.92

.83

7.19

.74

7.45

.94

7,73

,76

7.98

.95

8.20

.95
s.00

Cap'I Spending per sh
Book Value per sh

1.00
8.90

9.46 9.55 9.63 10.33 10.40 11.20 1127 11.37 12,56 12.69 12.79 12.92 12.98 12.a0 12.50 Common Shs 0utst'g c 11.e0
1 7 8

.91

4.4%

26.9

1.47

3.3%

24.5

140

3.2%

25.7

136

3.1%

26.3

1.40

29° /,

31.2

1.68

2.5%

3 0 3

1.61

2.8%

24.8

1.48

3.5%

21.9

1.46

3.6%

20.7

1.32

3.5%

23.9

1.50

3.1%

2 4 4

1.55

3 4 %

26.3

1.48

2.8%

24.2

1.26

2.8%

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'I Div'd Yield

22.5

1.40

3.0%

CAPITAL STRUCTURE as of 9/30/14
Total Debt $84.9 mill. Due in 5 Yrs $19.5 mill.
LT Debt $84.9 mill. LT Interest $5.1 mill.
(Total interest coverage: 4.0x)

(45% of Cap'l)
Pension Assets 12/13 $27.1 mill.

Oblig. $32.1 mm.

Pfd Stock None

Common Stock 12,809,217 she.
as of 11/4/14

MARKET CAP: $275 million (Small Cap)

22.5
4.8

25.8

5.8

28.7

5.1

31.4

6.4

32.8

6.4

37.0

7.5

39.0

8.9

40.6

9.1

41.4

9.3

4 2 4

9.7

46.0

11.0

48.0

12.0

Revenues ($milI)
Net Profit ($mill)

55.0

13.0
36.7% 36.7% 34.4%

7.2%

36.5%

3.6%

36.1%

10.1%

37.9% 38.5%

1.2%

35.3%

1.1%

376%

1.1%

37.6%

.8%

37.5%

1.5%

38.0%

1.5%

Income Tax Rate

AFUDC % tO Net Profit

37.5%

1.0%
42.5%

57.5%

44.1%

55.9%

48.3%

51.7%

46.5%

535%

54.5%

45.5° /

4 5 1 %

54.3%

483%

51.7%

47,1%

52.9%

46.0%

54.0%

45.1%

54.9%

45.0%

55.0%

46.0%

54.0%

Long-Term Debt Ratio

Common EquityRatio

50.0%

50.0%
83.5

140.0
7.6%

90.3

155.3

8.4%

126.5

174.4

6.2%

125]
191.6
6.7%

153.4

211.4

5.7%

1601

222.0

6.2%

17644

228.4

6.5%

180.2

2330

6.4%

184.8
2403
64%

1884

244.2

6.5%

190

250

7.0%

185

255

8.0%

Total Capital ($miII)

Net Plan! ($milI)

Recur on Total Cap'I

210

270

7.5%
10.0%

10.0%

11.5%

11.6%

9.3%

9.3%

9.5%

9.5%

9.2%

9.2%

8.6%

8.6%

9.8%

9.8%

9.5%

9.5%

93%
9.3%

9.3%

9.3%

10.5%

10.5%

12.0%

12.0%

Return on Shr. Equity

Return on Com Equity

12.5%

12.5%
2.1%
79%

3.0%

74%

2.2%

77%

1.7%

82%

1.4%

85%

1.9%

78%

27%
72%

2.5%

73%

2.4%

74%

2.4%

74%

3.5%

67%

4.5%

66%

Retained to Com Eq

All Div'ds to Net Prof

4.0%

68%
2012 2013 9/30/14

3.2
4.2
4 3

11.7
2.7

7.6
3.8
3.8

15.2
1.8

4,0
6.4
1.2

11.6
1.1
.1

4.3
5.5

414%

8.9
11.6

417%

6.0
7.8

417%

CURRENTPOSITION
($mILL.)

Cash Assets
Accounts Receivable
Other
Current Assets
Accts Payable
Debt Due
Other
Current Liab.
Fix. Chg. Cov.

BUSINESS: The York Water Company is the oldest investor owned
regulated water utility in the United States. ll has operated contin-
uously since 1816. As bf December 31, 2013, the company's aver-
age daily availability was 35.0 million gallons and its sen/ice tem-
tory had an estimated population of 190,000 Has more than 83,000
customers. Residential customers accounted for 63% of 2013 reve-

nues, commercial and industrial (29%); other (B%). It also provides
sewer billing services. Incorporated: PA. York had 105 full-time et
ployees at 12/31/13. President/CEO: Jeffrey R. Hines. Of
ficersldirectors own 1.1% of the common stock (3114 proxy). Ad-
dress: 130 East Market Street York, Pennsylvania 17401. Tele-
phone: (717) 845-3601. Internet: wwwyorkwater.com.

points higher than

will not be overwhelming.
Finances should remain solid. Cash on
hand and internally generated funds were
probably sufficient to meet 20l4's planned
expenditures, Over the next three- to five-
year period, however, York will most likely
have to access the debt markets to fully
fund the capital budget. Currently, the
company is well capitalized, as its common
equity-to-total capital ratio is a healthy
55%. So, while the company's financial
condition may slip a few notches, we think
the balance sheet will remain healthy.
As has been the case with most water
utilities, York shares have been per-
forming extremely well. In December
alone, the value of the equity rose 20%.
This strong showing has reduced the divi-
dend yield to only 2.7%, or only 60 basis

. the median of all
dividend-paying companies in the Value
Line universe. Investors have been willing
to pay a substantial premium for just a
little more current income. In addition, the
recent price run-up in the stock has left it
with meager potential returns through
2017-2019.
James A. Flood

In late November, The York Water
Company raised its dividend by 4.5%.
This increase is much higher than the sub-
par (for a water utility) 2.5% annual
growth rate that the company averaged
over the past five years. We believe this is
the start of a trend in which York will
probably be able to raise the yearly payout
between 5% and 6% for the next five years.
The company has solid short-term
earning prospects. For the last 10
months of 2014, Pennsylvania .regulators
allowed York to raise customers' monthly
bills. This probably enabled the company
to earn $0.85 a share in 2014, a 13% in-
crease over 2013. In 2015, due to a com-
bination of the higher tariffs being in ef-
fect for all 12 months, along with a slower
increase in expenses thanks to some cost
cutting, we look for a 12% increase in
share earnings, to $0.95.
The capital budget is manageable.
Most U.S. water utilities have aging infra-
structures that are in need of repair. We
estimate that York spent about $12 mil-
lion for this purpose last year and will
come close to this figure again in 2015. So,
while the outlays will be meaningful, they January I6, 2015

ANNUAL RATES
of change (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Past
10Yrs.

4\5%
6.5%
5.5%
4.5%
7.0%

Es!'d '11-'13
to '17-'1 g

6.5%
7.0%
7.0%
5.5%
2.5%

Past
5 Yrs.

3.0%
6.5%
5.0%
2.5%
5.0%

Cai-
endar

QUARTERLY REVENUES (8 mill.)

Mar .31  Jun.  30  Sep.  30  Dec .  31
Full
Year

2011
2012

2013

2014
2015

9.6
9.6

10.1
10.6
11.0

10.5
11.0
10.9
12.1
12.5

10.5

10.4

10.7
11.8

12.0

10.0

10.4

10.7
11.5

12.5

40.6

41.4
42.4

4s.c
4s .c

Cal-
endar

EARNINGS PER SHARE A
Mar.31 Jun. 30 Sep. 30 Dec. 31

Full
Year

2011
2012

2013

2014

2015

.16

.18

.21

.24

.25

.19

.17

.18

.22

.25

.17

.15

.17

.16

.20

.19

.22

.19

.23

.25

.71

.72

.75

.85

.95

Cal-
endar

QUARTERLY DMDENDS PAID B
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2011
2012
2013
2014
2015

.131

.134

.138

.1431

.131

.134

.138

.1431

.131

.134

.138

.1431

.131

.134

.138

.1431

.1495

.524

.53=

.552

.572

(C) In millions, adjusted for splits. Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Prediciahility

B+

90
55

100

17.9
11.7

Target Price Range
2017 2019

64

48
40

32

24
20
16

12

8

_ 6

'7-19

(A) Diluted earnings. Next earnings report due
mid February.
(B) Dividends historically paid in mid-January,
April, July, and October.
°  2015 Value Line Publisher LLC. Ari . Ms reserved. I-actual material is obtained [ram sources believed to be reliable and Is provided without warranties or an kind.
THE PUBLISHER IS NOT REgPONSIBLl?gFOR ANY ERRORS OR OMISSIONS HEREIN. 111;;JJubllca6on is may lot subscriber's own, f\0fl-€0Mlll€l'Cid, internal use. lo pan
rt it may be reproduced, resold, storefl or transmitted in any printed, electronic or other farm, or u for generating or marketing any primed or electronic publication service or producti
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INTRODUCTION.

3 Q- PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,

Phoenix, Arizona 85029.

7 Q- ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS CASE?

I am testifying on behalf of the applicant, Sahuarita Water Company, LLC.

("SWC" or the "Company").

11 Q. ARE YOU THE SAME THOMAS J. BOURASSA THAT FILED DIRECT

AND REBUTTAL TESTIMONY IN THIS DOCKET? .

13 A. Yes, I prepared direct testimonies in two volumes, one volume on the rate base,

income statement, revenue requirement and rate design and the second volume of

cost of capital. I also prepared two volumes of rebuttal testimonies with the same

division. My background information and qualifications are set forth in the rate

base and revenue requirement volume of my direct testimony.

19 Q- DID YOU ALSO PREPARE REJOINDER TESTIMONY ON THOSE

ISSUES IN THIS DOCKET?

21 Yes, my rejoinder testimony on rate base, income statement, revenue requirement

and rate design is being filed in a separate volume at the same time as this

testimony. In this volume, I present my cost of capital rejoinder testimony.

A.

.Q

1



11. SUMMARY OF REBUTTAL TESTIMONY AND THE PROPOSED COST

OF CAPITAL FOR THE COMPANY.

A. Summary of Company's Rebuttal Recommendation.

Q, WHAT IS YOUR RECOMMENDED COST OF CAPITAL?

A. I continue to recommend a return on equity (ROE") of 10.5 percent, which is the

same recommendation I made in my rebuttal testimony. My recommendation of

10.5 percent is above the mid-point of the range of my DCF, Risk Premium, and

CAPM analyses of 9.9 percent for the publicly traded water utilities ("water proxy

group"). My recommendation of 10.5 percent is also below the mid-point of the

range of estimates for SWC of 11.1 percent, which takes into account a downward

financial risk adjustment of 30 basis points, and which recognizes the Company's

lower financial risk compared to the water proxy group, and an upward risk

adjustment for SWC of 150 basis points to recognize the higher risk of an

investment in SWC compared to the water proxy group.l I also recommend a

capital structure consisting of 20.57 percent debt and 79.43 percent equity and a

cost of debt of 4.2 percent. Based on these recommendations, the weighted

average cost of capital ("WACC") is 9.2 percent.2 Therefore, I recommend a

return of at least 9.2 percent be applied to SWC's fair value rate base ("FVRB").

1
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1 See Rejoinder COC Schedule D-4.1 .

2 See Rejoinder COC Schedule D-l .
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Q- HAVE YOU UPDATED YOUR COST OF CAPITAL ANALYSIS FOR

REJOINDER?

Yes. The results of my updated analysis for the water proxy group are somewhat

lower than those in my direct testimony. The range of my rejoinder DCF, Risk

Premium, and CAPM analyses for the water proxy group is from 9.5 percent to

10.2 percent with a mid-point of 9.9 percent.3 This compares to my

recommendation in rebuttal, where the range for the water proxy group was from

9.6 percent to 10.4 percent, with a midpoint estimate of 10.0 percent.4

Moreover, the results of my updated analysis for SWC are similar to those in my

rebuttal testimony. The range of my rejoinder DCF, Risk Premium, and CAPM

analyses for SWC is 10.7 percent to 11.4 percent, with a mid-point of

ll.l percent.5 By comparison, my DCF, Risk Premium, and CAPM analyses for

SWC in rebuttal showed that the indicated cost of equity was in the range of 10.7

percent to 11.5 percent, with a midpoint of l1.1 percent.6

After considering the differences in business and financial risk between SWC and

the publicly traded water utilities, the cost of equity for SWC falls in the range of

10.7 percent to 11.4 percent with a mid-point of ll.l percent. However, despite a

somewhat higher indicated cost of equity for SWC of ll.l percent, I continue to

recommend a ROE of 10.5 percent for SWC.
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3 See Rejoinder COC Schedule D-4.1.

4 See Rebuttal COC Schedule D-4. l .

5 See Rejoinder COC Schedule D-4.1 .

6 See Rebuttal COC Schedule D-4. l .
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B. Summary of the Staff Recommendations.

Q- PLEASE SUMMARIZE THE SURREBUTTAL RECOMMENDATIONS OF

STAFF FOR THE COST OF EQUITY AND THE RATE OF RETURN ON

FAIR VALUE RATE BASE.

A. Staff continues to recommend a capital structure consisting of 20.57 percent debt

and 79.43 percent equity.7 Staff' s updated cost of capital analysis determined a

cost of equity of 8.5 percent based on the average cost of equity produced by its

DCF and CAPM models,  but  is recommending a 9.5 percent  R()E.8 Staff also

continues to recommend a cost  of debt of 4.2 percent.9 Based on the foregoing

capital structure, cost of equity and cost of debt, Staff continues to recommend a

weighted cost of capital ("WACC") is 8.41 percent.m

c. Comments on the Staff Surrebuttal Testimony and ROE

Recommendation.

Q- DO YOU HAVE ANY CRITICISMS OF THE STAFF'S SURREBUTTAL

COST OF CAPITAL ANALYSES?

A. Yes. Ms. Brown asserts that Staff updated its cost of capital analysis." But after a

review of her work Papers,  I  find that  not  all of the Staff' s models have been

updated. In particular, Ms. Brown did not update its current market risk premium

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

7 See Staff Surrebuttal Schedule CsB-l, See also Surrebuttal Testimony of Crystal S. Brown ("Brown
Sb.") at 8.

8 See Staff Surrebuttal Schedule CSB-4,See also Brown Sb at 8.

9 See Staff Surrebuttal Schedule CSB-4.

10 Brown Sb. at 8.

II Brown Sb. at 7.
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CAPM shown on Staff Surrebuttal Schedule CSB-4, which is still based upon

Value Line 's median dividend yield and median price appreciation data from the

Value Line Summary and Index dated November 6, 2015. Using more recent

information, which would have been available to Ms. Brown when she updated the

Staff models, the indicated cost of equity of Staff" s current market risk premium

CAPM would be 10.9 percent, not 9.5 percent.l2

Based on Ms. Brown's assertion that any point in Staffs "range of the [cost of

equity] is fair and reasonable"13 and that Staff, then the 10.9 percent is also fair and

reasonable. While I will leave it up to Ms. Brown to respond, based upon her

previous testimony in this case where she asserted that Staff was using the upper

limit of its range in this casel4, I would expect Ms. Brown to revise Staffs

recommendation upward. That said, my 10.5 percent recommendation would fall

well within the Staff range of reasonable ROEs.

16 Q- WHAT WAS SWC'S AUTHORIZED ROE FROM ITS LAST R.ATE CASE?

SWC came into this rate case with a 10.3 ROE from the last rate case.l5 Ironically,

SWC filed the instant case in keeping with a schedule of every 3-to-5 years - so as

to avoid too drastic a rate increase resulting from staying out for an extended

period of time. Yet as a result of tiling this case, Staff recommends reducing that

ROE by 80 basis points. Staff' s analysis suggests that risk of an investment in

24

12 Staff used a spot price for the stock prices of its sample group using the stock prices on March 17, 2016
which provides a benchmark of the timeframe Staff prepared its analysis. Accordingly, I used the median
dividend yield and median price appreciation from Value Line Summary and Index dated March 18, 2016.

13 Brown Sb. at 4.

i4 Direct Testimony of Crystal S. Brown ("Brown Dt.") at 5.

15 See Decision 72177, February 11, 2011
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SWC has declined significantly since its last rate case, and a drastic drop of 80

basis points in the return is required. My analysis demonstrates otherwise.

Q- PLEASE RESPOND TO ms. BROWN'S TESTIMONY (ON PAGE 2) THAT

UNDER STAFF'S PORTFOLIO APPROACH COMPANY-SPECIFIC

RISKS ARE ADDRESSED BY DIVERSIFICATION AND THEREFORE

INVESTORS SHOULD NOT BE COMPENSATED FOR THOSE RISKS.

1

2

3

4

5
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7

8

9

10
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15

16

17

18

19

20

21

22

23

24

25

26

Portfolio theory is one of the underpinnings of the CAPM and rests on the notion

that a diversified investor is only exposed to market risk, and is therefore only

rewarded with higher expected returns for bearing only market-related risk

(systematic risk) and not unique or company-specific risks. The CAPM assumes

that investors are fully diversified, which is a questionable assumption for most

investors.l6 That said, the traditional CAPM only captures a single measure of

systematic risk as measured by beta, but there are other forms of systematic risk

priced by the market such as company size that are not captured by beta. Based on

empirical evidence, betas are estimated with error. That is, high betas will tend to

have a positive error (risk is overestimated) and low betas will have a negative

error (risk is underestimated).l7 Simply put, the CAPM is incomplete and does not

fully account for the higher returns that are needed on small company stocks.

Stated another way, the higher risks associated with smaller firms are not fully

accounted for by beta.]8 Therefore, Ms. Brown's portfolio theory argument is not a

16 Pratt, Shannon P. and Grabowski, Roger J., Cost of Capital: Applications and Examples, FWI1 Edition.
John Wiley and Sons, 2014, p. 272.

17 Eugene F. Fame and Kenneth R. French, "The Capital Asset Pricing Model: Theory and Evidence,"
Journal of Economic Perspectives (Summer 2004) 25-46.

18 Morningstar, Ibbotson S8812013 Valuation Yearbook, pp. 85-88. See also Pratt, p. 297.

A.
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valid justification for not recognizing the additional risk of an investment in SWC

because of its size.

Q. COMPANY SIZE IS A SYSTEMATIC RISK (MARKET RISK)?

Yes. To repeat what I have stated in earlier rounds of testimony, the risk of smaller

companies is a systematic risk and not a unique or company-specific risk.l9 Ms.

Brown has not refuted this. Simply put, because it is a systematic risk, SWC's ROE

should reflect the increased risk because of its smaller size. The risk due to small

size is just as much a systematic risk as financial risk. The Commission has

recognized financial risk adjustments to the cost of capital in the past based upon

the differences between the leverage in the water proxy group and the leverage in

the utility. Arguably, the financial risk adjustments are just as much company-

specific as my recommended risk premium for SWC, but Staff has never made a

portfolio argument against financial risk adjustments.

Q- IS YOUR RISK PREMIUM FOR SWC SIMPLY A NUMBER YOU

PULLED OUT OF THIN AIR?

No. While I bracketed the small company risk premiums from the financial

evidence," I specifically quantified the range of the appropriate risk premium over

the returns of the water proxy for SWC based upon market based portfolio data

from Duff & Phelps, which provide a nexus between market betas and the metrics

operating margin, the coefficient of variation in operating margin, and the

1

2

3

4

5 . A.

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

19 Pratt, p. 78~79. See also Direct Testimony of Thomas J. Bourassa ("Bourassa COC Dt.") at 35-36,
Rebuttal Testimony of Thomas J. Bourassa ("Bourassa COC Rb.") at 15.

20 Bourassa COC Dr. at 45.

A.
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I coefficient of variation in return on equity. Using both specific data from the

water proxy group and SWC, I have demonstrated that an investment in SWC is

more risky than an investment in the water proxy group. Further, I developed a

range of appropriate risk premiums (130 to 170 basis points) to recognize the

additional risk of SWC over the water proxy group. Finally, my recommended

risk premium of 150 basis points falls well within the range of small company risk

premiums gleaned from the empirical finance evidence (99 to 373 basis points).24

Q- MS. BROWN (DN PAGE 5) RELIES ON A QUOTE FROM DR. MORIN'S

BOOK, NEW REGULATORY FINANCE, TO JUSTIFY HER REJECTION

ASSERTION OF A RISK PREMIUM. WOULD DR. MORIN AGREE

THAT SMALL COMPANY RISK IS A MARKET RISK?

2

3

4
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15

16

17

18

19

20

21

22

23

24

25

26

Yes. In his book, New Regulatory Finance, Dr. Morin states, "Investment risk

increases as company size diminishes, all else remaining constant. Small

companies have very different returns than large ones, and on average they have

been higher. The greater risk of small stocks [as measured by beta] does not fully

account for their higher returns over many historical periods. The size phenomenon

is well documented in the finance literature. He also states, "Given the evidence

of a small firm premium, that is, small market-cap socks experience higher returns

than large market cap stock with equivalent betas, the CAPM understates the risk

of smaller utilities, and a cost of equity bases purely on a CAPM beta will therefore

,,25

21 Bourassa COC Dt. at 22.

22 Bourassa COC Dt. at 21.

23 See Rejoinder Exhibit T.lB-COC-RJ- 1

24 See Rejoinder Schedule D-4. l5.

25 Morin, Roger A., New Regulatory Finance, Public Utility Reports, Inc., 2006, p. 181 .

A.
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produce too low an estimate for these small companies."26 Finally, he concludes,

" ... size is a significant factor that increases both business risk and financial risk,

and, therefore, the cost of capital."27

Q. PLEASE COMMENT ON ms. BROWN'S TESTIMONY (ON PAGE 4)

THAT SINCE THE DCF AND CAPM MODELS PRODUCE RESULTS

MEETING THE FAIRNESS STANDARDS OF HOPE AND BLUEFIELD,

ANY POINT IN STAFF'S RANGE IF COST OF EQUITY ESTIMATES IS

REASONABLE AND FAIR

1
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23

24

25

26

A. First, it is not axiomatic that the model results are fair and reasonable, particularly

when the models are mechanically applied. There are conceptual, empirical, and

computation issues surrounding each of the models which I have discussed

extensively throughout my direct and rebuttal testimony. At the end of the day, the

results must pass a reasonableness test.28 I doubt any reasonable person would

view a 7.6 percent ROE (the low end of Staffs range) or an 8.5 percent ROE (the

mid-point of Staff' s range) as being fair and reasonable, given all of the evidence

presented in this matter. The average current and projected book returns for the

water proxy group are 11.3 percent and 10.9 percent, respectively, significantly

higher than even the high end of Staff' s range of 9.5 percent." Only the high end

of Staff" s range (9.5 percent) comes close to the average current authorized return

for the water proxy group of 9.6 percent."

26 Morin, p. 187.

27 Morin, p 187.

28 Bourassa coo Rb. at 9- 10.

29 Bourassa COC Rb. at 9.

30 See Rejoinder COC Schedule D-4.2.
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Q- SHOULD CURRENT ARIZONA AUTHORIZED RETURNS BE THE

STANDARD FOR A FAIR AND REASONABLE RETURN AS SUGGESTED

BY Ms. BROWN?

It should not be the only standard, but I would agree with the caveat that one must

use caution in simply accepting Arizona's authorized return, as a standard, because

some of the current authorized returns may be based on settlements where the

parties have agreed to a lower return in order to settle issues in a rate case. In other

words, the currently authorized returns may understate the true fully litigated return

regulators may have authorized.

Q- WHAT ADJUSTMENT IS NECESSARY TO SWC'S ROE TO PROPERLY

REFLECT ITS RISK BY COMPARISON TO THE PROXY GROUP?.

Given the evidence in this case, SWC is more risky than the water proxy group. A

risk premium of 130 to 170 basis points over the returns of the water proxy group

is required to meet the Hope and Bluefela' criteria of providing a return similar to

investments of comparable risk. Even if one accepts Staff' s mid-point estimate of

8.5 percent as fair and reasonable for the water proxy group, SWC's cost of equity

should be in the in the range of9.8 percent (8.5 + 1.3) to 10.2 percent (8.5 + 1.7) in

order to meet the Hope and Bluefela' criteria.
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Q- PLEASE COMMENT ON MS. BROWN'S TESTIMONY (ON PAGE 6 AND

7) IN WHICH SHE ASSERTS THE COST OF CAPITAL FOR SWC

SHOULD REFLECT THE VALUE OF THE INFLUENCE THE INVESTOR

MAY HAVE ON THE COMPANY.

With all due respect, Ms. Brown has turned financial theory on its head. Simply

stated, financial theory clearly establishes that the cost of capital is an opportunity

A.

A.

A.
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cost which a function of the investment, not the investor. Whether investor control

of a company results in efficiencies and/or differential shareholder benefits

between firms, these are not a result of differences in the cost of capital between

minority investors or controlling investors.3l The value of two companies of

comparable risk may be different because one has higher cash flows than the other,

but the cost of capital is no different.

Further, Ms. Brown's argument leads to absurd results. Her argument implies that

if an investor sold a company to a group of investors (none of whom had a

controlling interest) or it became publicly traded with no discernable controlling

interest, the company's cost of capital would increase simply by a change in

ownership or control. Further, it implies two utilities that are identical in all

respects but for their ownership would have two different sets of retums. This is

not only inconsistent with financial theory, but it discriminates against certain

forms of ownership.

DIDN'T THE COMPANY DISTRIBUTE 1v1oRET0 SHAREHOLDERS

THAN IT EARNED OVER THE PAST FEW YEARS AS MS. BROWN

TESTIFIES?
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26

A. Yes. But, Ms. Brown's testimony is specious and conceals the fact that any utility

company in SWC's situation, whether publicly traded or privately-held, would

have done the same.

31 Pratt, p. 865.
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Q. WHY?

Because the amount of capital in the SWC far exceeded the rate base. Further,

SWC did not need the excess capital for capital improvements. An efficient

allocation of resources demanded the Company return capital to its investors.
14

Q. PLEASE EXPLAIN.

The amount of investor capital not recognized in rate base does not contribute to

the earnings of a utility company. When there is a discrepancy between the total

capital investment and the rate base, the fair return on common equity will not be

achieved.32 For example, if the cost of equity is 10 percent and the book equity is

$12 million, then the earnings necessary is $1.2 million (10% X $12 million). If

the return is applied to an equity component of $9, then the result would. be equity

earnings of $900,000 (10% X $900,000), or $300,000 less than could be achieved

by comparable risk investments.

While total capital and rate base are rarely exactly the same, significant differences

lead to an inefficient use of capital. An inefficient use of capital would not be

tolerated by prudent management (and investors) and they would take action to

minimize the discrepancy whether the company was a publicly traded company or

a privately-held company.

Q- PLEASE BE MORE SPECIFIC ON THE COMPANY'S EXCESS CAPITAL

SITUATION.
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A. In the prior rate case (test year ended 12/31/2008), the total capital in the Company

32 Morin, p- 493 .

A.

A.
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was nearly $12.7 Miriam." But, the rate base approved in the prior rate case was

only about $8.8 rnillion.34 So, $3.9 million of investor capital was not being

recognized in its earnings base. The allowed earnings in the last case were

$402,000 less than the earnings required to achieve the authorized return on its

equity capital.35 In the instant case, the total capital of the Company is over $11.3

million, and the proposed rate base is about $9.4 million. So, there remains a $1.9

million discrepancy. Had the Company not returned capital to its investors, the

total capital would have ballooned to over $16 million and the discrepancy would

have ballooned to over $4.7 million, a highly inefficient allocation of resources.

Investors could invest this capital in other investments and had the opportunity to

earn a return on this capital rather than no return at all. As I suggested, any utility

company management would have taken steps to minimize the discrepancy

between invested capital and rate base in this situation. If management did not,

investors would have demanded they do so.

Q~ DOES THAT CONCLUDE YOUR REJOINDER TESTIMONY ON COST

OF CAPITAL?
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A. Yes.

33 See Docket No. W-03718A-09-0_59, Company Schedule D-l

34 See Decision 72177, February 1 1, 2011.

35 $8.8 million X l0.3% minus 12.7 million x 10.3 percent.
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'È ǹm
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Sahuarita W ater Company, LLC
Test Year Ended December 31, 2014

Computation of Increase in Gross Revenue
Requirements As Adjusted

Exhibit
Final Schedule A-1
Page 1
Witness: Bourassa

Line
No .

Fair Value Rate Base $ 9,359,656

Adjusted Operating Income 658,238

Current Rate of Return 7.03%

Required Operating Income $ 817,098

Required Rate of Return on Fair Value Rate Base 8.73%

Operating Income Deficiency $ 158,860

Gross Revenue Conversion Factor 1.2963

Increase in Gross Revenue Revenue Requirement 205,930

Adjusted Test Year Revenues
Increase in Gross Revenue Revenue Requirement
Proposed Revenue Requirement
% Increase

$
$
$

2,896,746
205,930

3, 102,677
7.11%

Customer
Classification
5/8 Inch
3/4 Inch
1 Inch

Residential
Residential
Residential
Subtotal

$ $ $

$

Present
Rates
1,754,351

374,310
56,962

2,185,623 $

Proposed
Rates
1,889.450

393,631
61 ,104

2,344,186 $

Dollar
Increase

135,099
19,321

4,143
158,563

Percent
Increase

7.70%
5.16%
727%
7.25%

1 Inch
1.5 Inch
2 Inch
3 Inch

Commercial
Commercial
Commercial
Commercial
SubtotaI

$ $ $

$

635
2,774

78,061
8,473

89,943 $

680
2,979

83,853
9,105

96,616 $

45
204

5,792
631

6,673

7. 14%
7.37%
7.42%
7.45%
7.42%

1 Inch
2 Inch
4 Inch

Public Authority
Public Authority
Public Authority
Subtotal

$ $ $

$

10,908
19,539
35,006
65,453 $

11,709
20,941
37,651
70,301 $

am
1,402
2,644
4,848

7.35%
7.18%
755%
7.41%

5/8 Inch
3/4 Inch
1 Inch
1.5 Inch
2 Inch
3 Inch

Irrigation
Irrigation
Irrigation
Irrigation
Irrigation
Irrigation
Subtotal

$ 14,044
5,122

76,839
40,234

383,182

$ 15,095
5.464

82,538
43,229

411,924

$ 1.051
342

5,700
2,995

28,742

$ 519,420 SB 558,250 $ 38,830

7.48%
6.68%
742%
7.44%
7.50%
0.00%
7.48%

3 Inch Construction $ 32,933 $ 35,357 $ 2,424 7.36%

Subtotal Revenues before Annualization
Usage Normalization
Revenue Annualization
Other Water Revenues
Reconciling Amount H-1 to C-1
Total of Water Revenues

$ 2,893,372
(73,316)
24,165
53,528
(1,001)

$ 3,104,710 $
<81 , 190)
25,835
53,528

(206)
$ $

211,338
(7,874)
1,670

7.30%
10.74%
6.91%
0.00%

-79.52%
7.1 1%

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52
53
54
55

56
57
58
59
60
61

796
§_ 2,896,747 3,102,676 205,930

sup8>RT ln§ SCHEDULES:
B-1
C~1
C-3
H-1

3 A681111

fun

Exurif



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Summary of Rate Base

Exhibit
Final Schedule B-1
Page 1
Witness: Bourassa

Original Cost
Rate base

Fair Value
Rate Base

Gross Utility Plant in Service
Less: Accumulated Depreciation

$ 27,429,576
6,147,648

$ 27,429,576
6,147,648

Net Utility Plant in Service $ 21,281,928 $ 21,281,928

5,189,497 5,189,497
10

Less:
Advances in Aid of

Construction
Contributions in Aid of

Construction 7,712,717 7,712,717

13 Accumulated Amortization of CIAC (1 ,354,681) (1,354,681)

15
16

Customer Security Deposits
Deferred Income Taxes 8< Credits

52,876
321,863

52,876
321,863

20

23
24

Plus:.
Unamortized Debt Issuance

Costs
Deferred Reg. Assets
Working capital

0.

29 Total Rate Base $ 9,359,656 $ 9,359,656

33 SUPPORTING SCHEDULES. RECAP SCHEDULES:
A-1

B-3

I

lIII\l l



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Original Cost Rate Base Proforma Adjustments

Exhibit
Final Schedule B~2
Page 1
Witness: Bourassa

Adjusted
at

End of
Test Year

Final
Proforma

Adjustment
Amount

Final
Adjusted

at end
of

Test Year
Gross Utility

Plant in Service $ 27,468,728 (39,153) $ 27,429,576

Acc um u lated
Depreciation 6,309,380 (161,733) 6,147,648

Net Utility Plant
in Service $ 21,159,348 $ 21,281,928

12
13
14

Less
Advances in Aid of

Construction 5,189,497 5,189,497

16
17

Contributions in Aid of
Construction 7,712,717 7,712,717

19 Accumulated Amory of CIAC (1 ,376,852) 22,171 (1 ,354,681)

Customer Security Deposits
Deferred Income Taxes & Credits

52,876
283,078 38,785

52,876
321,863

26
27

Plus

29
30
31
32
33

Unamortized Debt Issuance
Costs

Deferred Reg. Assets
Working capital

35

36

Tote I $ 9,§98,032 $ 9,359,656

39 SUPPORTING SCHEDULES'
B-2, pages 2

RECAp SCHEDULES;
B-1

lll\ l
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Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Original Cost Rate Base Proforma Adjustments
Adjustment Number 1 - A

Exhibit
Final Schedule B-2
Page 3.1
Witness: Bourassa

Reverse Retirement of Arsenic Media

Acct.

320.3
320.3

Description
Arsenic Media
Arsenic Media

$

Orginal

Cost
120,000
130,000

Line

1
2
3
4

5
6
7
8
g

10
11
12
13
14
15
16
17
18
19
20

TOTALS §50,000

S_UPPORTLN_G SCHED_E
Testimony
Workpapers



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Original Cost Rate Base Proforma Adjustments
Adjustment Number 1 - B

Exhibit
Final Schedule B-2
Page 3.3
Witness: Bourassa

Reclassifv Arsenic Media

Acct.

320
320.3
320.4

Descriniion
Water Treatment Equipment
Arsenic Media
Original Arsenic Media - Batch 3

$

Orginal
Cost

120,000
(250,000)
130,000

Line

1
2
3
4

5
6
7
8
9

10

11
12
13
14
15
16
17
18
19
20

TOTALS $

SUPPORTING SCHEDULE
Testimony
Workpapers



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Original Cost Rate Base Proforma Adjustments
Adjustment Number 1 - C

Exhibit
Final Schedule B-2
Page 3.3
Witness: Bourassa

Reclass Arsenic Media Cost

Acct.

320
320.4
320.4

Description
Water Treatment Equipment
Original Arsenic Media - Batch 1
Original Arsenic Media - Batch 2

$

Orginal
Cost

(575,005)
287,503
287,503

Line

M L
1
2
3
4
5
6
7
8
9

10

11
12
13
14
15
16
17
18
19
20
21

TOTALS $

S_UPPORII]NG s(;H_EDuLE
Testimony
Workpapers

Ill



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Original Cost Rate Base Proforma Adjustments
Adjustment Number 1 - D

Exhibit
Final Schedule B-2
Page 3.4
Witness: Bourassa

1 Retire Arsenic Media

No.
320.4

Description
Original Arsenic Media Batch 1 $

Orginal
Cost

(287,503)

TOTALS $ (287,503)

19 SUPPORTING SCHEDULE

II l



Sahuarita Water Company, LLC
Test Year Ended December 31 , 2014

Original Cost Rate Base Proforma Adjustments
Adjustment Number 1 - E

Exhibit
Final Schedule B-2
Page 3.5
Witness: Bourassa

Reclass Plant

$

Orginal

Cost
(1 ,546,048)
1,499,569

46,479
(152,307)

Line

1
2
3
4
5
6
7
8
g
10
11
12
13
14
15

16
17
18
19
20
21
22
23
24
25

Acct.
M Description
320 Water Treatment Equipment

320.1 Water Treatment Plant
320.2 Chemical Solution Feeders
320.3 Arsenic Media
320.4 Originaf Arsenic Media
320.5 Arsenic Media Regeneration
330 Distribution Reservoirs and Standpipes

330.1 Storage Tanks
330.2 Pressure Tanks

TOTALS

$
152,307

(1 ,848,872)
1,811 ,998

36,874

SUPPORTING SCHEDULE
Testimony
Workpapers

Il\l\lm



SahuaritaWater Company, LLC
Test Year Ended December 31, 2014

Original Cost Rate Base Proforma Adjustments
Adjustment Number 1 -F

Exhibit
Final Schedule B-2
Page 36
Witness: Bourassa

Revicg Cost of Past-Test Year Plant - Arsenic Media

Amoun_t
320.5 Arsenic Media Regeneration
320.5 Arsenic Media Regeneration

Revised Arsenic Media Regeneration Costs
Proposed Arsenic Media Regeneration Costs per Direct

$ 150,657
152,307

Line

u
1

2
3
4

5
6
7

8

g
10

11

12
13

14
15

15

17
18

19

20

Increase (decrease) in Arseninc Media Regeneration Cost (3205) $ (1,650)

SU_PPORTIN__G SCHED_ULE

Testimony
Workpapers



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Original Cost Rate Base Proforma Adjustments
Adjustment Number 1 - G

ExhibiI
Final Schedule B-2
Page 3.7
Witness: Bourassa

1 Reconciliation of Plant to Plant Reconstruction

Adjusted
Orginal
Cost

Rebuttal
B-2

Adiustments Difference
7,541

352,403
13,635

401 ,832

Rebuttal
Adjusted
Orginal

Cost
7,541

352,403
13,636

401 ,832

Rebuttal
Plant
Per

Reconstruction
7,541

352,403
13,636

401 ,832

2,142,644 2,142,644 2,142,644

549,708
195,407

2,001,053

549,708
195,407

549,708
195,407

18
19
20
21

152,307

1,499,569
46,479

(0)
417,503
150,657

1,499,569
46,479

(0)
417,503
150,657

(0)

1,848,872
23
24

(2,001 ,053)
1,499,569

46,479
(152,307)
417,503
150,657

(1 ,848,872)
1,811 ,998

36,874
13,281,054
2,256,719
1,489,172

732,251
1,660

1,811,998
36,874

13,281 ,054
2,256,719
1,489,172

732,251
1,660

1,811,998
36,874

13,281,054
2,256,719
1,489,172

732,251
1,660

32
160,855
122,607
139,706

160,855
122,607
139,706

160,855
122,607
139,705

Acct.

301
302
303
304
305
306
307
308
309
310
311
320

320.1
320.2
3203
320.4
320.5
330

330.1
330.2
331
333
334
335
336
339
340

340.1
341
342
343
344
345
346
347
348

37,840
132

37,840
132

37,840
132

Description
Organization Cost
Franchise Cost
Land and Land Rights
Structures and Improvements
Collecting and Impounding Res,
Lake River and Other intakes
Wells and Springs
Infiltration Galleries and Tunnels
Supply Mains
Power Generation Equipment
Electric Pumping Equipment
Water Treatment Equipment
Water Treatment Plant
Chemical Solution Feeders
Arsenic Media Regeneration
Original Arsenic Media
Arsenic Media Regeneration
Dist. Reservoirs & Standpipe
Storage tanks
Pressure Tanks
Trans. and Dist. Mains
Services
Meters
Hydrants
Backflow Prevention Devices
other Plant and Misc. Equip.
Office Furniture and Fixtures
Computers and Software
Transportation Equipment
Stores Equipment
Tools and Work Equipment
Laboratory Equipment
Power Operated Equipment
Communications Equipment
Miscellaneous Equipment
Other Tangible Plant
Rounding

577,721
695

1,002,914

577,721
695

1,002,914

577,721
695

1,002,914 e

TOTALS $ 27,468,728 $ (39,153) $ 27,429,576 $ 27,429,576 $ (0)

49
50
51

SUPPORTING S_CHEDULE
B-2, pages 31 through 3.6
B-2, pages 3.8 through 3.14
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Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Original Cost Rate Base Proforma Adjustments
Adjustment Number 2 - A

Exhibit
Final Schedule B-2
Page 4.1
Witness: Bourassa

Reverse Retirement of Arsenic Media A/D

$

Acct.

M L
320.3
320.3

Des_cription
Arsenic Media
Arsenic Media

Orginal
Cost
120,000
130,000

J

TOTALS $ 250,000

Line

m
1

2

3

4

5

6

7

8

g

10

11

12

13

14

15

16

17

18

19

20

21

22

J

SUPPORT_TING §CHED4LE
Schedule B-2, page 3.1
Testimony
Workpapers

.4



SahuaritaWater Company, LLC
Test Year Ended December 31, 2014

Original Cost Rate Base Proforma Adjustments
Adjustment Number 2 - B

Exhibit
Final Schedule B-2
Page 4.2
Witness: Bourassa

Reclass Arsenic Media A/D

Year Installed

Years of
Depreciation

to 2011.

Years of
Depreciation

i02014 Rate

Acct.

M
320.3
320.0
320.4

Qescriotign.
Arsenic Media
Water Treatment Equipment
Original Arsenic Media - Batch 3

TOTALS

Original Cost
(250,000)
120,000
130,000

$ 2009
2012

5.5
2.5

3.33% $
6.67%

Line

M
1

2

3
4
5

6

7
8
9

10

11

12

13
14

15

16
17
18

19

20
21

22

$

Accumulated

De_QI§eciatior]_(.A/D)

(250,000)
21,978
21 ,678

(206,345)

SUPPORTING SCHEDULE
Schedule B-2, page 3.1
Testimony
Workpapers



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Original Cost Rate Base Proforma Adjustments
Adjustment Number 2 - C

Exhibit
Final Schedule B-2
Page 48
Witness: Bourassa

Reclassifv Arsenic Media A/D

Yea rs of Yea rs of
Depreciation Depreciation

to 2011 to 2014
5.5

Acct.

M
320.0
320.4
320.4

Original Cost Year Installed
$ (575,005) 2009

287,503 2009
287,503 2009

2.0

Line

1
2
3
4
5
6
7
8
9

Description
Water Treatment Equipment
Original Arsenic Media Batch 1
Original Arsenic Media Batch 2

TOTALS
5.5

Accumulated
Rate Depreciation (A/D)
3.33% $ (105,312)
6.67% 38,353
6.67% 105,470

$ 38.51 1
10

11

12

13

14

15

16

17

18

19

20

21

22

SUPP_ORTIN§ SCHEDULE
Schedule B-2, page 3.2
Testimony
Workpapers



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Original Cost Rate Base Proforma Adjustments
Adjustment Number 2 - D

Exhibit
Final Schedule B-2
Page 4.4
Witness; Bourassa

Retire Arsenic Media.

Acct.
Description

320.4 Original Arsenic Media Batch 1 $

Orginal
Cost

(287,503)

Line

M L
1

2

3
4

5

6
7

8

g
10

11
12

13

14

15

16

17

18

19

20

21

TOTALS $ (287,503)

SU_EPORTING SCHEQULE
Testimony
Workpapers

4

I



Sahuarita Waler Company, LLC
Test Year Ended December 31, 2014

Onglnal Cost Rate Base Proforma Adjustments
Adjustment Number 2 - E

Exhlbit
Final Schedule B-2
Page 4.5
Witness; Bourassa

Relcass Plant A/D

Acct
Description

320 Water Treatment Equipment
320 Water Treatment Equipment
320 Water Treatment Equipment
320 Water Treatment Equipment
320 Water Treatment Equipment
320 Water Treatment Equipment

Subtotal

Years to 2014
6

5.5
4 5
3.5
2.5
0 5

M E
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%

Original Cost Year Installed Prior A/D
S (18,694) <=2008 $ (1 ,552)

(1 ,267,464) 2009
(198,380) 2010

(891) 2011
(895) 2012

_ (59,724) 2014
(1,546,048)$

Accumulated Reclass
Depreciation (A/D) Accumulated

2009 to 2014 Depreciation (A/D)
$ (3,735) $ (5,287)

(232,136) (232,136)
(29,727) (29,727)

(104) (104)

(75) (75)
(994) (994)

(266,771) $ (268,323)s

3201
320. 1

320. 1

320.1
320. 1

320. 1

Subtotal

Water Treatment Plant
Water Treatment Equipment
Water Treatment Equipment
Water Treatment Equipment
Water Treatment Equipment
Water Treatment Equipment

$ <=2008 $

2009

2010
2011

2012

2014

1 ,552 6
5.5
4 5
35
2.5
0 5

3.33%
3.33%
3.33%
3.33%
3.33%
3.33%

$ $

s

18,694
1,220,985

198,380
891
895

59,724
1,499,569 $

3,735
223,623
29,727

104
75

994
258,258 $

5.287
223,623

29,727
104
75

994
259,810

320.2 Chemical Solution Feeders $ 46,479 2009 5.5 20.00% $ 46,479 $ 46,479

330 Distribution Reservoirs and Stand; $
330 Distribution Reservoirs and Star dl:

Subtotal s

(1 .811998)
(36,874)

(1 ,848,B72)

<=2008 $
2009

(132,080) 6.0
5.5

2.22%
2.22%

s

$

(241,358) $
l_4,502)

(245,850) s

(373,438)
(4,502)

(377,940)

Line

1
2
3
4
5
6
7
a
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30

330. 1
330.2

Total

Storage Tanks
Pressure Tanks

1,811 ,998

36,874
<=2008 $

2009
132,080 6.0

5.5
2.22%
5.00%

241,358
10,140
43,604 $

373,438
10,140

1980431
32
33
34
35
36
37
38
39
40
41
42
43

\

5UP_PORTING SCHEDULE
Schedule B-2, page 3.2
Testimony
Workpapers



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Original Cost Rate Base Proforma Adjustments
Adjustment Number 2 - F

Exhibit
Final Schedule B-2
Page 4.6
Witness: Bourassa

*

Reconciliation of A/D to A/D Reconstruction

Rebuttal
Orginal
Cost

Rebuttal
B-2

Adjustments

Rebuttal
Adjusted
Orginal
Cost

Rebuttal
Plant
Per

Reconstruction Difference

83,750 83,750 83,750

270,791 270,791 270,791

117,251
118,649
351,657

117,251
118,649

117,251
118,649

(351 ,657)
259,810
46,479

259,810
46,479

259,810
45,479 0

(122,002) (122,002) (122,002)

377,940 (377,940)
373,438
10,140

2,075,844
548,361

1 ,114,419
94,458

456

373,438
10,140

2,075,844
548,361

1,114,419
94,458

456

373,438
10,140

2,075,844
548,361

1 ,114,419
94,458

456

(19,436)
87,576

128,291

(19,436)
87,576

128,291

(19,436)
87,576

128,291

Acct.

301
302
303
304
305
306
307
308
309
310
311
320

320.1
320.2
320.3
320.4
320.5
330

330.1
330.2
331
333
334
335
336
339
340

340.1
341
342
343
344
345
346
347
348

10,867
99

10,867
99

10,867
99

Description
Organization Cost
Franchise Cost
Land and Land Rights
Structures and Improvements
Collecting and impounding Res.
Lake River and Other Intakes
Wells and Springs
Infiltration Galleries and Tunnels
Supply Mains
Power Generation Equipment
Electric Pumping Equipment
Water Treatment Equipment
Water Treatment Plant
Chemical Solution Feeders
Arsenic Media
Original Arsenic Media
Arsenic Media Regeneration
Dist. Reservoirs & Standpipe
Storage tanks
Pressure Tanks
Trans. and Dist. Mains
Services
Meters
Hydrants
Backflow Prevention Devices
Other Plant and Misc. Equip.
Office Furniture and Fixtures
Computers and Software
Transportation Equipment
Stores Equipment
Tools and Work Equipment
Laboratory Equipment
Power Operated Equipment
Communications Equipment
Miscellaneous Equipment
Other Tangible plant
Rounding

304,268
521

643,616
1

304,268
521

643,616
1

304,268
521

643,616

(1)

Line

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52

TOTALS $ 6,309,380 $ (161,732) $ 6,147,648 $ 6,147,647 $ (1)

SUPPORTING SCHEDULE
B-2, page 4.1 to 4.6
B-2, pages 3.8 through 3.14



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Original Cost Rate Base Proforma Adjustments
Adjustment 4

Exhibit
Final Schedule B-2
Page 5
Witness; Bourassa

1 CIAC and Accumulated Amortization

5 Computed balance at end of TY $ 7,712,719 $ 1,354,681

7 Adjusted balance at end of TY $ 7,712,717 $ 1,376,852

9

10
Increase (decrease) $ 2 $ (22,171)

Adjustment to CIAC

Label
$ 2 $ 22,171

4b

12

13

to
15

4a

19
20
21
22
23

SUPPORTING SCHEDULES
B-2, page 6.1 to 6.5

Ill
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Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Computation of Working Capital

Exhibit
Final Schedule B-5
Page 1
Witness: Bourassa

1
2
3
4
5
5

Cash Working Capital (t/8 of Allowance
Operation and Maintenance Expense)

Pumping Power (1/24 of Pumping Power)
Purchased Water (1/24 of Purchased Water)
Prepaid Expenses
Meterials and Supplies

$ 140,378
5,789

219
3,106

53,450

g Total Working Capital Allowance $ 202,943

12 Working Capital Requested $

15 SUPPORTING SCHEDULES: RECAP SCHEDULES:
B-1

ll



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Income Statement

Exhibit
Schedule C-1
Page 1
Witness: Bourassa

Adjusted
Results Adjustment

Final
Test Year
Adjusted
Results

Proposed
Rate

Increase;

Final
Adjusted
with Rate
Incregge

1 Revenues
Metered Water Revenues
Unmetered Water Revenues
Other Water Revenues

$ 2,843,219 $ $ 2,843,219 $ 205,930 $ 3,049,149

$
53,528

2,896,746 $ $
53,528

2,896,746 205,930 $
53;528

3,102,677
6 Operating Expenses

$ $ $
5,265

138,932
5,265

138,932
5,265

138,932

Salaries and Wages
Purchased Water
Purchased Power
Fuel For Power Production
Chemicals
Repairs and Maintenance
Office Supplies and Expense
Contract Services - Accounting
Contract Services - Legal
Contract Services - Eng
Contract Services - Other
Management Fees
Contract Services - Water Testing

14,734
102,989 (6,584)

14,734
96,405

14,734
96,405

13,497
10,603

7,968
126,034
765,161

5,341
1,666

20,650
17,137

(11 ,003)
(29, 194)

8,634

13,497
10,603

7,968
115,031
735,967
13,975
1,666

20,650
17,137

13,497
10,603
7,968

115,031
735,967
13,975
1,666

20,650
17,137

(15,000)

(22,049)

32
33
34

$
$

50,000
29,504

541
721,109
10,350

154,562
102,700

2,298,742
598,005

$
$

14,963
(60,233) $
60,233 $

35,000
29,504

541
699,060
10,350

154,562
117,663

2,238,509
658,238

$
$

3,670
43,400
47,070

158,860
$
$

35,000
29,504

541
699,060

10,350
158,232

. 161_,063
2,285,579

817,098

Rents
Transportation Expenses
Insurance - General Liability
Insurance - Health and Life
Reg. Comm, Exp, - Other
Reg. Comm. Exp. _ Rate Case
Miscellaneous Expense
Bad Debt Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
Income Tax

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income (loss)
Interest Expense
Other Expense

8,066
79,344

(80,324)
(17,406)

(532)

8,066
79,344

(80,856)
(17,406)

8,066
79,344

(80,856)
(17,406)

40
41

Total Other Income (Expense)
Net Profit (Loss)

$
$

(10,320) $
587,685 $

(532) $
59,701 $

(10,852) $
647,386 $ 158,860

$
$

(10,852)
806,245

SUPPORTING SCHEDULES:
C-1, page 2.1 and 2.2

RECAP SCHEDULES:
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Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Adjustments to Revenues and Expenses
Adjustment Number 1

Exhibit
Final Schedule C-2
Page 2
Witness: Bourassa

Depreciation Expense

Original
Cost

7,541
352,403
13,636

401 ,832

Non-Depr or
Fullv Depr Plant

(7,541 )
(352,403)
(13,638)

Adjusted
Original

Qost
Depreciation

Expense

401,832 13,381

2,142.644 2,142,644 71,350

549,708
195,407

549,708
195,407

27,485
24,426

1,499,569 49,9361,499,569
46,479

(0)
417,503
150.657

(46,479)
0
o 417,503

150,657
27,806
60,263

1,811,998
36,874

13,281,054
2,256,719
1,489,172

732,251
1,660

1,811,998
36,874

13,281,054
2,256,719
1,489,172

732,251
1,660

40,226
1,844

265,621
75,149

124,048
14,645

111

160,855
122,607
139,706

(67,883)
(123,399)

16G,855
54,724
16,307

10,729
10,945
3,261

Acct.

301
302
303
304
305
306
307
308
309
310
311
320

320. 1
320.2
320.3
32044
320.5
330

330. 1
330.2
331
333
334
335
336
339
340

340. 1
341
342
343
344
345
346
347
348

Description
Organization Cost
Franchise Cost
Land and Land Rights
Structures and Improvements
Collecting and impounding Res.
Lake River and Other Intakes
Wells and Springs
Infiltration Galleries and Tunnels
Supply Mains
Power Generation Equipment
Electric Pumping Equipment
Water Treatment Equipment
Water Treatment Plant
Chemical Solution Feeders
Arsenic Media Regeneration
Original Arsenic Media
Arsenic Media Regeneration
Dist. Reservoirs & Standpipe
Storage tanks
Pressure Tanks
Trans. and Dist. Mains
Services
Meters
Hydrants
Backflow Prevention Devices
Other Plant and Misc. Equip.
Office Furniture and Fixtures
Computers and Software
Transportation Equipment
Stores Equipment
Tools and Work Equipment
Laboratory Equipment
Power Operated Equipment
Communications Equipment
Miscellaneous Equipment
Other Tangible pram

37,840
132

37,840
132

1,892
13

577,721
695

1,002,914

577,721
695

1,002,914

Proposed
Rates

0.00%
0.00%
0.00%
3.33%
2.50%
2.50%
3.33%
6.67%
2.00%
5.00%

12.50%
3.33%
3.33%

20.00%
67.00%
6.66%

40.00%
2.22%
2.22%
5.00%
2.00%
3.33%
8.33%
2.00%
6.67%
6.67%
6.67%

20.00%
20.00%
4.00%
5.00%

10.00%
5.00%

10.00%
10.00%
10.00%

57,772
70

100,291

Line

M
1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44

TOTALS $ 27,429,576 $ (611,340) $ 26,818,236 $ 981,264

Gross CIAC
Less: Amortization of Contributions $ 7,712,717

_Rate _

3.6589% $ (282,204)

Total Depreciation Expense
$ 699,060

45
46
47
48
49
50
51
52
53

Test Year Depreciation Expense 721,109

Increase (decrease) in Depreciation Expense
(22,049)

54
55

56
57
58
59

Adjustment to Revenues and/or Expenses s (22,049)

SUPPORTING SCHEDULE
B-2, page 3
B-2, page 4



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Adjustment to Revenues and Expenses
Adjustment Number 2

Exhibit
Final Schedule C-2
Page 3
Witness: Bourassa

Property Taxes

Test Year
as adjusted

$ 2,896,746
2

5,793,493
2,896,746
8,690,239

3
2,896,746

2
5,793,493

Company
Recommended
$ 2,896,746

2
5,793,493
3,102,677
8,896,170

3
2,965,390

2
5,930,780

$

11 ,415
5,782,078

18.0%
1,040,774
14.8507%
154,562 $

11,415
5,919,365

18.0%
1,065,486
14.8507%
158,232

DESCRIPTION
Company Adjusted Test Year Revenues
Weight Factor
Subtotal (Line 1 * Line 2)
Company Recommended Revenue
Subtotal (Line 4 + Line 5)
Number of Years
Three Year Average (Line 5 / Line 6)
Department of Revenue Mutilplier
Revenue Base Value (Line 7 * Line 8)
Plus: 10% of CWlP (intentionally excluded)
Less: Net Book Value of Licensed Vehicles
Full Cash Value (Line 9 + Line 10 - Line 11)
Assessment Ratio
Assessment Value (Line 12 * Line 13)
Composite Property Tax Rate
Test Year Adjusted Property Tax Expense (Line 14 * Line 15)
Tax on Parcels
Total Property Taxes (Line 16 + Line 17)
Adjusted Test Year Property Taxes
Adjustment to Test Year Property Taxes (Line 18 - Line 19)

$
.s

$

154,562
__154,562

Property Tax on Company Recommended Revenue (Line 16 + Line 17)
Company Test Year Adjusted Property Tax Expense (Line 18)
Increase in Property Tax Due to Increase in Revenue Requirement

$
$
$

158,232
154,562

3,670

Line

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20

21
22
23
24

25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40

Increase in Property Tax Due to Increase in Revenue Requirement (Line 24)
Increase in Revenue Requirement
Increase in Property Tax Per Dollar Increase in Revenue (Line 26 / Line 27)

$
$

3,670
205,930

1.78208%



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Adjustment to Revenues and/or Expenses
Adjustment Number 3

Exhibit
Final Schedule C-2
Page 4
Witness: Bourassa

RATE CASE EXPENSE

1 Rate Case Expense

3 Estimated Rate Case Expense $ 175,000

5 Rate Case Expense $ 175,000

7 Estimated Amortization Period (in Years) 5.0

9 Annual Rate Case Expense $ 35,000

11 Test Year Rate Case Expense $ 50,000

13 increase(decrease) Rate Case Expense (15800)

15 Adjustment to Revenue and/or Expense $ (15,000)

20 SUI1'ORTI_NG SCH_EDULES

ll



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Adjustment lo Revenues and/or Expenses
Adjustment Number 4

Exhibit
Final Schedule C-2
Page 5
Witness: Bourassa

EXPENSE RECLASSIFICATION

1

2

3

Repairs and Maintenance
Contract Services - Other
Contract Services - Water Testing

$ (6,584)
(1 ,020)
7,604

6 Increase(decrease) Operating Expenses $

10 Adjustment to Revenue and/or Expense $

17 _
18 Staff Adjustment No.

§uppQ83'lnG SCHEDUl§S
1

IIHI



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Adjustment to Revenues and/or Expenses
Adjustment Number 5

Exhibit
Final Schedule C-2
Page 6
Witness: Bourassa

EXPENSE RECLASSIFICATION

Contract Services - Other
Management Fees

$ (9,983)
9,983

Increase(decrease) Operating Expenses $

Adjustment to Revenue and/or Expense $

Line

M
1
2
3
4
5
6
7
8

9
10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULES
Staff Adjustment No. 2

III



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Adjustment to Revenues and/or Expenses
Adjustment Number 6

Exhibit
Final Schedule C-2
Page 7
Witness: Bourassa

MANAGEMENT FEES

Management Fees $ (17,407)

Increase(decrease) Management Fees (17,407)

Adjustment to Revenue and/or Expense $ (17,407)

Line

1
2
3
4
5
6
7
8

9
10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULES
Testimony

lllllll I



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Adjustment to Revenues and/or Expenses
Adjustment Number 7

Exhibit
Final Schedule C-2
Page 8
Witness: Bourassa

MANAGEMENT FEES - BONUSES

Bonuses Allowed
Test Year Bonuses Paid

$
21,770

Increase(decrease) Management Fees $ -.- <21l,?70>

Adjustment to Revenue and/or Expense $ (21 ,770)

Line

1
2
3
4
5
6
7
8

g
10
11
12
13
14
15
16
17
18
19
20
21
22

S4PPORTI_NG scH_EDuLEs
Testimony



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Adjustment to Revenues and/or Expenses
Adjustment Number 8

Exhibit
Final Schedule C-2
Page 9
Witness; Bourassa

WATER TESTING

Staff Recommended Testing Expense
Adjusted Test Year Water Testing Expense

$ 6,371
5,341

increase(decrease) Management Fees $ 1,036

Adjustment to Revenue and/or Expense $ 1 ,030

Line

MCL
1
2
3
4
5
6
7
8

g
10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHE_Q_ULES
Staff Adjustment No. 4

:

Ill



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Adjustment to Revenues and/or Expenses
Adjustment Number 9

Exhibit
Final Schedule C-2
Page 10
Witness: Bourassa

INTENTIONALLY LEFT BLANK
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Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Adjustment to Revenues and Expenses
Adjustment Number 10

Exhibit
Final Schedule C-2
Page 11
Witness: Bourassa

Interest Svnchronization

Fair Value Rate Base
Weighted Cost of Debt
Interest Expense

$ 9,359,656
0.86%

$ 80,856

Test Year Interest Expense $ 80,324

Increase (decrease) in Interest Expense 532

Adjustment to Revenue and/or Expense $ (532)

We_igb}ed Cos_t_9f Debt Computation

Cos_t

Line
No.
1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

Debt

Equity

Total

$

$

$

Amount

2,326,035

8,982,660

1 1 ,308,695

Percent

20.57%

79.43° /o_
100.00%

4.20%

9.90% ....

Weighted

Cost.

0.86%

_7.86° /o

8.73%



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Adjustment to Revenues and/or Expenses
Adjustment Number 11

Exhibit
Final Schedule C-2
Page t2
Witness: Bourassa

Income Taxer. Adjusted
Test Year

at Present Rates
$ 117,663

102,700
14,963

Computed Income Tax
Adjusted TY Income Taxes
Adjustment to Income Tax Expense $

Test Year
at Proposed Rates

s 161 ,063
117,663
43,400$

Line

ML
1
2
3
4
5
5
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30

§_UPPORTI[\I_§§CHEDULI§
C-3, page 2



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Computation of Gross Revenue Conversion Factor

Exhibit
Final Schedule C-3
Page 1
Witness: Bourassa

Description
Federal Income Taxes

Percentage
of

Incremental
Gross

Revenues
18.39%

State Income Taxes 3.07%

Uncollectibles

Property Taxes 1.40%

Total Tax Percentage 22.86%

Operating Income % = 100% - Tax Percentage 77.14%

1
Operating Income %

Gross Revenue Conversion Factor

1.2963

SUPPORTING SCHEDULES: RECAP SCHEDULES:
A-1

Line
No.
1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22



Test Year
Total Water

$
s
s

2,896,746
2,120,846

80,856

$
$
$

2,896,746
2 120,846

80,856
$ 695,045

2.7709 /
$ 695 045

2.7709 /
s
s

s

19,259
675,786

145614 /
98,404

s 98,404

$
$

$

19,259
675,786

14.5614V
98,404

$ 98,404
$ 117,663 117,663$ $

At Proposed Rates
Total Water

$
$
$

3,102,677
2,124,516

a0,a56

$
s
$

3,102,677
2 124,516

80,856
$ 897,306

2.8377° /
s 897,306

28377 /
s
s

s

25,463
871,843

15.5533 k
135,600

135 600s

s
s

s

25,463
871 .843

155533/
135,600

$ 135,600
$ 161,063 s 161.063 $

Water
$ 9.359,656

0.8639/
$ 80,856

Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Exhibit
Final Schedule C-3
Page 2

GROSS REVENUE CONVERSION FACTOR

(A) (B) (C) (D) [E] [F]LINE
no. DESCRIPTION

1
2
3
4
5
6

Calculation of Gross Revenue Conversion Factor
Revenue
Uncollectible Factor (Line 11)
Revenues (LI - L2)
Combined Federal and State Income Tax and Property Tax Rate (Lune 23)
Subtotal (La _LE)
Revenue ConversionFactor (L1 ILL)

100.0000%
0.0000%

100.0000%
22.8573%
77.1427%
1.296298

7
B
g

10
11

100.0000%
21.4576%
785424%
0.0000%

Calculation of L/nco/lectibleFactor
Unity
Combined Federal and Slate Tax Rate (Line 17)
One Minus Combined Income Tax Rate (L7 - LB )
Uncollectible Rate
Uncollectible Factor (LE * L10 ) 0.0000%

12
13
14
15
16
17

100.0000%
3.0672%

96.9328%
18.9723%
18.3903%

Calculation of Effective Tax Rafe:
Operating Income Before Taxes (Arizona Taxable Income)
Arizona State Income Tax Rate (L55 Col [E])
Federal Taxable Income (L12 - L13)
Applicable Federal Income Tax Rate (Line 44)
Effective Federal Income Tax Rate (L14 x L15)
Combined Federal and State Income Tax Rate (L13 +L16) 2»l.4576%

100.0000%
21.4576%
78.5424%
1.7821 %

18
19
20
21
22
23

1 .3997%_ _

Calculation of Effective Prunerfv Tax Factor
Unity
Combined Federal and State Income Tax Rate (L17)
One Minus Combined Income Tax Rate (L18-L19)
Property Tax Factor
Effective Property Tax Factor (L20°L21)
Combined Federal and State Income Tax and Property Tax Rate (L17+L22) 2228573%

24
25
26

$
$

817,098
658,238

Required Operating Income
AdjustedTest Year Operating Income (Loss)
Required Increase in Operating Income (L24 . L25) $ 158,850

27
28
29

$
$

161 ,063
117,663

Income Taxes on Recommended Revenue (Col. (F), L52)
Income Taxes on Test Year Revenue (Col (C), L52)
Required Increase in Revenue to Provide for Income Taxes (L27 .. L28) $ 43,400

s 2,797,809
0.0000%

30
31
32
33
34

$
$

Recommended Revenue Requirement
Uncollectible Rate (Line 10)
Uncollectible Expense on Recommended Revenue (L24 ' L25)
Adjusted Test Year Uncollectible Expense
Required Increase in Revenue to Provide for Uncollectible Exp. s

35
36
37

$
s

158,232
154.562

Property Tax with Recommended Revenue
Property Tax on Test Year Revenue
Increase in Property Tax Due to Increase in Revenue (L35-L36) $ 3,670

pa Total Required Increase in Revenue (UG + L29 + L34+L37) $ 205,930

IA\ (m an rel rEl [FI

39
40
41
42
43
44
45
46
47
48
49
50
51
52

Calculation of Income Tax:
Revenue
Operating Expenses Excluding Income Taxes
Synchronized Interest (L47)
Arizona Taxable Income (L39»L40 - L31)
Arizona State Income Tax Rate (see Scehdule C-3, page 3 and 4)
Arizona Income Tax (L42 x L43)
Federal Taxable Income (L42 - L44)
Federal Tax Rate (see Schedule C-3, page 3 and 4)
Federal Income Taxes (L45xL46)

Total Federal Income Tax (L47)
Combined Federal and State Income Tax (L44 + L47)

53
54
55

18.9723%COMBINED Applicable Federal Income Tax Rate [Col [D], L51 » Col. [A}, L51} / [Col [D], L45 » Col. [A}, L45]
Applicable Federal Income Tax Rate [CoI. [E], L51 - Col. {B], L51]/[COI. [E], L45 - Col. [B], L45]
Applicable State Income Tax Rate [Col [E], L44 - Col. [B], L44] / [Col. [E], L42 - Col. [B]. L42]

189723%
3.0672%

56
57
5B

Caleulafion of Interest Synchronization
Rate Base
Weighted Average Cost of Debt
Synchronized Interest (L56 X L57)
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Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Cost of Preferred Stock

Exhibit
Final Schedule D-3
Page 1
Witness: Bourassa

End_oj lest Yea; End of Prglected Year

Line
No .

Description
of Issue

Shares
Outstandinq Amount

Dividend
Requirement

Shares
Outstanding Amount

Dividend
Requirement

NOT APPLICABLE, NO PREFERRED STOCK ISSUED OR OUTSTANDING

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

SUPPORTING SCHEDULES:
E-1

RECAP SCHEDULES:
D-1

lllll\ H l



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Cost of Common Equity

Exhibit
Final Schedule D-4
Page 1
Witness: Bourassa

Line
No .

The Company is proposing a cost of common equity of 9.90% .
1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULES:
D-4.1 to D-4.15

RECAP SCHEDULES:
D-1

f
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Establishment 25.65'$
Establishment (After Hours) 40.00$
Reestablishment (within 12 months

»Reoonnec\ion(Deli went $ 25.00
Reconnection (Deliquent and After Hours 40.00$
Meter Test (if correct) 25$
Meter Re-read if correct) NT

-

-

Deposit i i

»De ositlnterest 6%
NSF Check T5.00$
Deferred Payment, per month 1 .5° Z
Late Payment Fee (per month) Min. $ 5.00 or 1.5% per month
Moving Meter at Customer Request At Cost
After hours service charge NT
Main Extension and Additional Facilities At C o s f  -

25.00$
Remove

25.00$
Remove

25.00$
2?n0$

6%
15.00$

.5%
Min. $ 5.00 or 1.5%per month

At Cost
50.00s

At Cost

Docket W-03718A-09-0359

Sahuarita Water Company, LLC
Changes in Representative Rate Schedules

Test Year Enders December 31, 2014

Exhibi!
Final Schedule H» 3
Page 3
Witness: Bourassa

Line
No.

Present
Service

Line
Charge

$ $

Present
Meter
Install-
ation

Charge

Total
Present\
Charge

Total
Proposed

445
445
495
550
830
830

1 ,045
1 ,165
1,490
1 .670
2,210
2,330

155
255
315
525

1,045
1,890
1 ,670
2,545
2,670
3,645
5,025
5,920

$ 600.00
700.00
810.00

1,075.00
1,875.00
2.720_00
2,715.00
3,710.00
4,160.00
5,315.00
7,235.00
9,250.00

Proposed
Proposed Meter
Service InstaII~

Line action
Charge Charge

s $445
445
495
550
830
B30

1,045
1.165
1 ,490
1 ,670
2,210
2.330

155
255
315
525

1 ,045
1,890
1 ,670
2,545
2,670
3,645
5,025
6.920

$
Charge

600.00
100.00
810.00

1,075.00
1 ,875.00
2,720.00
2,715.00
3,710.00
4,160.00
5,315.00
7,235.00
9,250.00

A! Cost At Cost Al Cost At Cost At Cost Al Cost

Other Charges:

1 Meter and Service Line Charges'
2
3
4
5
6
7 5/8 x 3/4 Inch
8 3/4 Inch
g 1 Inch
10 1 1/2 Inch
11 2 Inch Turbo
12 2 Inch, Compound
13 3 Inch Turbo
14 3 Inch, compound
15 4 Inch Turbo
16 4 Inch, compound
17 6 Inch Turbo
18 6 Inch, compound
19 Over 6"
20
21 1 Based on ACC Staff Engineering Memo dated Feburary 21, 2008
22 NT : No Tari ff
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45

Present ProDosed

* Per Commission Rule A.A.C. R» 14-2-403(D). Number of months off the system times the monthly minimum.
** Per Commission Rule Rule R14-2-403(B)

NT = No Tariff



Sahuarita Water Company, LLC
Test Year Ended December 31, 2014

Hook-Up Fees

Exhibit
Final Schedule H-3
Page 4
Witness: Bourassa

Qff-site Facilities H_ook-up3e

Line
No.
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36

5/8 x 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
3 Inch
4 Inch
6 Inch or larger

$

Present
Charqe

350
420
700

1,400
2,240
4,200
7,000

14,000

$

Proposed
Charge

350
420
700

1,400
2,240
4,200
7,000

14,000
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